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1. ECONOMIC ASSUMPTIONS

Introduction

The economy is in excellent health. Not only are cur-
rent conditions favorable, but they provide a solid foun-
dation for continued economic progress. During the last
two years, the economy achieved the often elusive “soft
landing.” Real economic growth slowed from the
unsustainable 3.5 percent of 1994 to an average of 2
percent per year—close to the Administration’s 2.3 per-
cent estimate of the economy’s potential growth rate.
This occurred without an increase in the unemployment
rate. Indeed, during this time, 4.8 million new jobs
were created—enough new jobs to absorb all the new
entrants into the labor force and raise the employment/
population ratio to record levels. Inflation, meanwhile,
has been low and relatively stable. In financial mar-
kets, interest rates at the end of 1996 were lower than
two years ago, and the Dow Jones Industrial average
gained 72 percent during 1995-1996.

The Administration projects real growth to continue
during the next two years at the same rate as that
of the past two years—2.0 percent. This will be enough
growth to create millions more new jobs, while holding
the unemployment rate close to its current level.
Growth of demand is not projected to put in jeopardy
the success achieved in the last four years in controlling
inflation. Passage of the President’s balanced budget
plan is expected to bring interest rates down further.

Beyond 1998, the economic assumptions represent an-
ticipated trends rather than a precise cyclical pattern.
Assuming that the deficit continues on a path toward
balance in 2002, potential growth on average is ex-
pected to be slightly faster than in recent years, unem-
ployment and inflation are expected to remain low, and
interest rates are likely to continue to decline as the
budget approaches balance.

Most private forecasters also share a favorable view
of the economic outlook. The most recent Blue Chip
consensus forecast, an average of 50 private forecasts,
also calls for real GDP growth to average 2.0 percent
through 1998 and to pick up a bit thereafter. The con-
sensus expects inflation and unemployment to remain
low through 2002. However, the consensus expects in-
terest rates to hold at around current levels, rather
than decline as in the Administration’s projection. This
difference is probably due to differences in fiscal policy
assumptions. The Administration assumes that a credi-
ble balanced budget agreement will be reached this
year and fully implemented in the coming years. If
private sector forecasters based their projections on this
fiscal policy assumption, they too would likely project
a downward trend for interest rates. The broad similar-
ity between these private sector forecasts and the Ad-
ministration’s assumptions indicates that the assump-

tions provide a reasonable, prudent basis for projecting
the budget.

The business cycle expansion that began in April
1991 has already outlasted all but three of the previous
20 expansions during this century. If the expansion
continues through December 1998, it will become the
century’s longest peacetime expansion. If it continues
14 months beyond that date, through February 2000,
it will surpass even the record of 106 months set by
the 1960s expansion. With inflation under control, in-
comes and employment on the rise, consumer and busi-
ness confidence high, interest rates trending down, and
fiscal and monetary policy supporting noninflationary
growth, this expansion certainly has the potential to
enter the record books.

This chapter begins with a review of recent develop-
ments, followed by a discussion of two important statis-
tical issues involving the measurement of real growth
and inflation that are relevant to understanding recent
trends. Next, the Administration’s projections are pre-
sented and compared with those of the Congressional
Budget Office (CBO). The chapter concludes with an
analysis of the impact on the projected deficit of
changes in economic assumptions since last year’s budg-
et, and with estimates of the sensitivity of the budget
to changes in economic assumptions.

Fiscal and Monetary Policy

The favorable economic environment currently pre-
vailing and the buoyant outlook reflect the underlying
strength of the American economy when it is supported
by sound fiscal and monetary policies. The Omnibus
Budget Reconciliation Act of 1993 (OBRA93) was in-
tended to set the budget deficit on a sharp downward
path. In 1992, prior to passage of OBRA93, the deficit
hit a postwar record of $290 billion, 4.7 percent of gross
domestic product (GDP). Since then, the deficit has
shrunk in every year. In 1996, the deficit was only
$107 billion, the lowest level in 15 years and just 1.4
percent of GDP. The last time the deficit share was
this low was over two decades ago. Special factors
added to the deficit's decline in 1996, and without those
special factors in 1997, the deficit is expected to in-
crease modestly. However, if the President’'s budget is
adopted, the deficit will resume its downward trend
in 1998.

The Administration originally estimated that
OBRA93 would reduce deficits during 1994-98 by a
cumulative total of $505 billion. The budget and the
economy have far outperformed the projections made
in 1993. It now seems likely that the cumulative deficit
reduction through 1998, even without the further deficit
reductions proposed in this budget, will be around $924
billion.
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The lower deficit path contributed greatly to the
economy’s soft landing in 1995-1996. It enabled interest
rates to decline, rather than rise—as has often occurred
at similar stages of past business cycles. Lower interest
rates, in turn, have helped propel the stock market,
thereby lowering businesses’ cost of capital and boosting
household wealth. Lower interest rates have stimulated
business investment in new plant and equipment and
household interest-sensitive purchases of durable goods
and new homes. The ensuing boost to business and
household demand created new jobs and raised incomes
as the economy continued to grow neither too fast nor
too slowly. It also increased the Nation's productive
capacity, and helped productivity to grow faster—there-
by providing protection against future inflation.

Monetary policy helped to engineer the soft landing
by acting preemptively to prevent inflation from picking
up as the economy approached its potential output. In
the past, when the economy approached capacity, exces-
sive demands in labor and product markets often
pushed it beyond the noninflationary limits. The ensu-
ing strains caused inflation to accelerate, and forced
the monetary authorities to tighten policy and precipi-
tate a recession.

In this expansion, however, monetary policy tight-
ened in 1994 and early 1995, when the economy was
growing rapidly but before inflationary pressures had
yet appeared. During 1995 and early 1996, as the pace
of economic activity slowed and incipient inflationary
pressures waned, the Federal Reserve gradually relaxed
monetary policy to support economic growth. The last
move in this direction occurred in January 1996 when
the Federal Open Market Committee reduced the fed-
eral funds rate ¥4 percentage point to 5% percent. Dur-
ing the past year, as the soft landing became evident,
the Federal Reserve kept monetary policy unchanged.

The stability of monetary policy since January 1996
helped maintain short-term interest rates at relatively
stable levels. The 3—-month Treasury bill rate has been
on a plateau near 5 percent. Long-term rates have been
more volatile, moving up as the pace of activity quick-
ened in the spring and down as the economy slowed
in the second half of the year. During the first six
months of the year, the 10-year Treasury bond yield
rose 1¥a percentage points to 7 percent in June. By
the end of the year, however, the rate was 6.3 percent.
Although higher than at the end of 1995, that rate
was still 1%z percentage points lower than two years
earlier, and very low by historical standards for periods
with similar unemployment and economic growth.

Recent Developments

Real Growth: The economy expanded an estimated
2.8 percent over the four quarters of last year, up from
the 1.3 percent pace of the prior year. Several impor-
tant but transitory factors restrained growth around
the start of 1996. The Federal Government was par-
tially shut down twice by budgetary disputes between
the Administration and Congress. In addition, a severe
January blizzard paralyzed business activity on the

East Coast; and in March, motor vehicle production
was sharply curtailed by a strike at General Motors,
the Nation’s largest automaker. In the second quarter,
however, the economy grew at nearly a 5 percent an-
nual rate as it made up for the earlier losses of output
and sales. In the second half of the year, the pace
of economic activity moderated.

The fastest-growing component of GDP last year was
business fixed investment, which was up at a double-
digit pace during the first three quarters of the year.
Outsized advances in spending on computers and other
information processing equipment continued to lead the
way, but businesses also boosted their outlays for other
types of equipment and structures. During the past
two years, business investment has been propelled by
a need to reduce costs in competitive world markets,
and also to expand capacity as the economy operated
close to its potential, leaving little excess capacity to
exploit. During 1995-1996, industrial capacity grew by
4 percent annually, up from the 2%:-percent average
of the prior three years. Business inventory investment
also contributed to GDP growth last year, especially
in the third quarter. A pick-up in final sales in the
fourth quarter kept inventories in line with sales.

The expansion was also supported by the household
sector’s willingness and ability to purchase big-ticket
durable goods and homes. Consumer confidence rose
during the year, and by the second half was at its
highest level in years. Expanding employment and in-
come and a booming stock market provided consumers
with the wherewithal to spend. Over the first three
guarters of the year, consumer spending rose at a 2%>-
percent annual rate, led by durable goods purchases.
New home sales during the first 11 months of the year
reached the highest level in 17 years, helping to push
housing starts to the highest level in eight years. The
residential investment component of GDP increased at
a 6 percent annual rate over the first three quarters
of the year.

Even the government sector contributed modestly to
growth last year. Over the first three quarters, Federal
Government consumption and gross investment rose at
a 4 percent annual rate. All of the growth, however,
was attributable to a catch-up for the lost activity dur-
ing the shutdowns in the fourth quarter of 1995. By
the third quarter of 1996, the Federal component of
GDP was lower than a year earlier. State and local
governments’ consumption and gross investment rose
at a 2¥%a percent rate over the first three quarters of
1996, about the same pace as during 1995. State and
local government finances have benefited from the long
expansion, which has boosted revenues.

The foreign sector was the main restraint on GDP
growth last year. During the first three quarters, net
exports of goods and services slowed growth by 1 per-
centage point. The wider trade deficit reflected the
stronger growth of domestic demand in the U.S. than
in several of our trading partners.

Labor Markets: During 1996, nearly 2.6 million new
jobs were created, bringing the total since this Adminis-
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tration came into office in January 1993 to 11.2 million.
Almost all the new jobs added last year were in the
private sector, primarily in service industries. Manufac-
turing payrolls shrank for the second consecutive year.
The availability of jobs throughout the country provided
the incentive for more people to enter the labor force
and to find work. By the fourth quarter of 1996, both
the labor force participation rate and the employment/
population ratio had reached their highest levels in the
postwar period.

The unemployment rate last year averaged 5.4 per-
cent, the lowest level since 1989. By the end of the
year, 32 States had unemployment rates of 5 percent
or less. Unemployment rates were 4 percent or less
in States with the tightest labor markets. Even areas
of the country that had lagged behind in job creation
earlier in the recovery experienced favorable job mar-
kets and the lowest unemployment rates in years. By
the end of 1996, almost all demographic groups enjoyed
lower unemployment rates than a year earlier.

Inflation: Despite the low unemployment rate last
year, inflation remained under control. The broadest
measure of inflation, the GDP chain-weighted price
index, rose at just a 2.2 percent annual rate during
the first three quarters, down from 2.5 percent during
1995. As for consumer prices, core inflation measured
by the Consumer Price Index excluding food and energy
increased only 2.6 percent during 1996, the slowest rise
since 1965. The overall Consumer Price Index rose 3.3
percent last year, mainly because of sharp increases
in energy prices. These are not expected to be repeated
in 1997.

The low inflation rate was made possible by a mod-
erate growth of labor compensation. The most com-
prehensive measure of labor compensation, the Employ-
ment Cost Index (ECI), rose just 2.8 percent during
the most recent 12 months, virtually the same as it
did during the previous year. This is the smallest rise
since the series began in 1981. The ECI is composed
of both benefits and wages. In recent years, benefit
costs have slowed substantially. Firms have been able
to rein in health insurance costs thanks to innovations
in health care delivery, and have also been able to
reduce their contributions to retirement programs be-
cause of booming equity markets. Cash wages, however,
increased more rapidly in the past year. This is consist-
ent with the results of most studies that reveal that
there is a trade-off between benefits and cash wages.
Savings in benefit costs eventually are passed on to
workers in the form of higher cash wages.

The favorable inflation performance last year sheds
new light on the key question for monetary policy:
What is the current threshold level of unemployment
below which inflation tends to accelerate (and above
which it decelerates)? This threshold has been called
NAIRU—for “nonaccelerating inflation rate of unem-
ployment.” For much of the 1980s, the consensus was
that NAIRU was in the neighborhood of 6 percent. This
estimate proved to be consistent with the experience

of 1987-1990, when inflation increased as unemploy-
ment fell below 6 percent.

A 6 percent estimate of NAIRU, however, is not con-
sistent with the experience since 1994. Last year, un-
employment averaged 5.4 percent. If NAIRU was 6 per-
cent, inflation should have risen; instead it declined,
as measured by the GDP chain-weighted price index
and by the core CPI. In light of recent experience, it
is likely that NAIRU is now well below 6 percent. In
the 1997 Budget, the Administration had assumed
NAIRU was 5.7 percent; in this Budget, NAIRU is as-
sumed to be 5.5 percent, in part because of the mod-
erate inflation experienced last year.

A decline in NAIRU in recent years can be attributed
to three factors. First, the aging of the baby boomers
has shifted the composition of the labor force towards
groups that have lower unemployment rates. To achieve
the same degree of labor market tightness in 1996 as
a decade earlier would now require a lower overall un-
employment rate. Second, heightened competition in
product and labor markets may have made businesses
less able to raise their prices, and workers more cau-
tious in seeking wage gains. Finally, for much of the
1970s and early 1980s, wage demands appear to have
been based on unrealistic expectations of productivity
growth that did not incorporate the productivity slow-
down that began in 1974. Because of these demands,
the level of NAIRU consistent with stable inflation was
higher. By 1996, however, the wage and productivity
relationship was in better balance.

Statistical Issues

Serious questions have been raised recently about
whether real GDP accurately measures the economy’s
growth and whether the CPI accurately measures infla-
tion.

Real Growth: In the past two years, a wide and
growing discrepancy has developed between growth
measured by the change in output (the familiar real
GDP) and growth measured by the increase in real
income (real Gross Domestic Income). In the two years
ending in the third quarter of 1996, the most recent
data available, real GDP rose at an average annual
rate of 2.1 percent. Growth measured by real Gross
Domestic Income (GDI), however, was up at a more
rapid 3.1 percent rate. In the third quarter of 1996,
the discrepancy had widened to 2.1 percentage points:
GDP was up at a 2.1 percent annual rate, but GDI
was up at a 4.2 percent pace.

In an ideal world, the two measures would be equal.
In reality, they always differ because of inconsistencies
and gaps in source data. The differences, however, have
rarely been as large as they are now. The difference
between the output and income measures is called the
statistical discrepancy; it was nearly $100 billion in
the third quarter of 1996—a record 1.3 percent of nomi-
nal GDP.

The divergent readings during the last two years
make it difficult to ascertain how fast the economy
has grown and where the economy is with respect to
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potential output. There are three reasons, however, for
believing that the output measure of growth may be
an underestimate.

e First, Treasury receipts during 1996 came in
strong. While some of this may be due to capital
gains receipts spurred by the booming stock mar-
ket, which are not included in the national ac-
counts measures, some may also be from taxes
levied on economic activity that is not showing
up on the output side (that is, GDP). The receipts
growth is less puzzling in light of the higher in-
come-side measure.

* Second, with GDP growth in the neighborhood of
a 2.0 percent annual rate during the past two
years, the unemployment rate might have been
expected to have held steady or even risen slight-
ly. Instead, it fell 0.3 percentage point, which is
more consistent with the growth rate measured
from the income side.

* Third, growth rates closer to the higher income-
side reading would mean that productivity growth
was also stronger than reported and unit labor
cost growth less than reported. That more favor-
able scenario fits better with the subdued inflation
experienced last year.

The incorporation of new source data in the forthcom-
ing July benchmark revisions to the National Income
and Product Accounts may narrow the difference be-
tween the output and income sides. On the other hand,
the difference is so large that even after the benchmark
there may still be considerable uncertainty about the
pace of economic activity in recent years.

Inflation: In December, the Advisory Commission to
Study the Consumer Price Index, appointed by the Sen-
ate Finance Committee and led by Michael Boskin,
former Chairman of the Council of Economic Advisers,
reported its finding that the Consumer Price Index for
urban consumers (CPI-U), compiled by the Bureau of
Labor Statistics (BLS), overestimates annual changes
in the cost of living by 1.1 percentage points. The Com-
mission’s findings were controversial. Although there
is a widely shared view that problems in calculating
the CPIl may give it an upward bias, there is far less
agreement over the size of the bias and over the prac-
tical steps that should be taken to remedy it.

The BLS continually tests the CPI and regularly
makes improvements in it when problems are discov-
ered. It has been unable to identify quantitatively more
than a fraction of the bias reported by the Commission.
Recently, BLS has proposed a number of changes in
the way it computes the CPI that are expected to re-
duce measured inflation over the next several years.

The CPI is a “fixed-weight” price index. The market
basket on which it is based consists of about 200 cat-
egories of goods and services which are updated only
once every 10 years or so. Within each of these cat-
egories, however, about one-fifth of the individual items
are replaced each year, so the CPIl can keep current
with changing brands and other minor variations in
consumption patterns. Essentially, the CPl measures

how much this market basket costs each month. The
CPI was last updated in 1987 to reflect consumption
patterns in 1982-1984; the next rebasing is scheduled
for January 1998 when 1993-1995 spending patterns
will be used.

The CPI has some long-recognized disadvantages
which are highlighted in the Advisory Commission’s re-
port. In the first place, when relative prices change,
people change their consumption patterns to reduce the
effects of such changes on their living standards; be-
cause it is a fixed-weight index, the CPl misses these
adjustments. And, because it is not based on current
spending patterns, the CPI can miss the introduction
of new products, which often have sharp price declines
early in their life cycle. Also, when consumers switch
from department stores to discount outlets to save
money on name-brand merchandise, the BLS does not
record this as a drop in consumer prices, because the
discount outlets are assumed to provide less service.

The single largest source of bias identified by the
Advisory Commission is insufficient adjustment for
guality changes. Sometimes goods rise in price because
their quality improves; for example, the higher prices
paid today for many medical services may reflect the
higher quality of these services, including a better
chance of survival and less pain or confinement during
treatment. Quality can also decline, of course, and if
such changes are missed then the CPI would under-
state inflation. The BLS attempts to capture the effects
of quality changes where there are reliable measures.
For example, beginning this year, the BLS revised the
way it treats hospital costs to account better for quality
improvements. Most experts acknowledge that the task
of incorporating quality changes into the CPI is quite
difficult.

If the upward bias is as large as the Advisory Com-
mission suggests, recent economic history would have
to be rewritten to reflect the revised inflation estimate.
For example, the decline in real weekly wages over
the past three decades would be reversed if the CPI
has really been overstated consistently by 1.1 percent-
age points per year since 1965. Real economic growth
would also be raised by between 0.5 and 1.0 percentage
points per year. Productivity growth would show a com-
parable increase. These are large changes, and it is
not yet clear whether there is other evidence to support
such wholesale revisions to recent history. This is an-
other reason why the Advisory Commission’s findings
have been controversial.

Because many Federal benefit programs and tax pro-
visions are indexed to the CPI, a lower rate of increase
in the CPI would be helpful to the budget. Limiting
the rate of change in the CPI by 1.1 percentage points
per year compared with the current Administration
forecast would lower the deficit projected in 2002 by
$58 billion, and would reduce the cumulative deficit
between 1997 and 2002 by $145 billion. These figures
indicate how important the CPI is to the budget, but
they are not necessarily a reason for changing the in-
dexing formulas that rely on the CPIl. Because the CPI
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is important to the budget and to a wide variety of
private contracts, any changes made to this index need
to be studied carefully and justified thoroughly.

While the Advisory Commission has recommended
changes in technical practices at BLS that might be
expected to reduce the bias in the CPI, the actual ef-
fects of these changes remain to be determined. More-
over, the recommended procedures would require data
that are not currently available in time for the monthly
production of the CPI. In preparing its report, the Advi-
sory Commission relied heavily on retrospective data
that are unavailable when the CPI is actually produced.
Other gaps in the data were filled by the informed
judgements of its authors. This is a common practice
in academic studies, and it is appropriate in that con-
text, but it would be questionable in a Federal statis-
tical series that must be based on objective data.

The technical experts at BLS, who have a long re-
search tradition that has exposed weaknesses in the
CPI in the past and provided remedies for them, will
continue the scheduled sequence of improvements while
continuing to refine the estimates of other possible bi-

ases. Improvements in procedures for hospital costs in
January of 1997 will likely reduce measured inflation;
and updating the CPl market basket in 1998 can be
expected to lower reported inflation by bringing the
market basket weights more in line with current experi-
ence.

All observers agree that the Nation needs the best
possible measure for the cost of living. No change will
be made to the CPI that is not technically appropriate
for the better measurement of living costs.

Economic Projections

Key assumptions: The economic projections underly-
ing this budget are summarized in Table 1-1. They
are based on the crucial assumption that the budget
will be adopted. If it is, the deficit will be progressively
reduced until the budget achieves a surplus by 2002.
Deficit reduction is expected to continue to foster the
favorable macroeconomic environment experienced in
recent years. Interest rates would come down and pri-
vate sector investment would continue to grow, without

Table 1-1. ECONOMIC ASSUMPTIONS®
(Calendar years; dollar amounts in billions)
Actual Projections
1995 1996 1997 1008 1999 2000 2001 2002
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars 7254 | 7577 | 7943 | 8313 | 8717 | 9,153 | 9,610 | 10,087
Real, chained (1992) dollars ........ccccocvrivneineenees 6,743 | 6,901 | 7,056 | 7197 | 7355 | 7525 | 7,699 | 7877
Chained price index (1992 =100), annual average .............coovrevrnene 1076 | 109.9 | 1127 | 1157 | 1187 | 1218| 1250 | 1282
Percent change, fourth quarter over fourth quarter:
Current dollars 38 5.0 46 47 5.0 5.0 5.0 5.0
Real, chained (1992) dollars ..... 13 2.8 2.0 2.0 2.3 2.3 2.3 2.3
Chained price index (1992 =100) ......cccvurrrrrrmrrmrmrerrenrrsnrsrsssersersessenes 2.5 2.3 25 2.6 2.6 2.6 2.6 2.6
Percent change, year over year:
Current dollars 46 45 48 47 49 5.0 5.0 5.0
Real, chained (1992) dollars ..... 2.0 2.3 2.2 2.0 2.2 2.3 2.3 2.3
Chained price index (1992 =100) ......cccvurrrrrrmrrmrmrerrenrrsnrsrsssersersessenes 2.5 2.2 25 2.6 2.6 2.6 2.6 2.6
Incomes, billions of current dollars:
Corporate profits before tax 599 652 676 714 757 796 816 849
Wages and salaries .......... 3431 | 3,628 | 3,808 | 3982 | 4168 | 4374 | 459 | 4,810
Other taxable income 2 1532 | 1612 | 1684 | 1748| 1,809 | 1,882 | 1,967 | 2,068
Consumer Price Index (all urban): 3
Level (1982-84 =100), annual average 1525 | 1569 | 161.2 | 1655 | 170.0| 1746 | 1793 | 1841
Percent change, fourth quarter over fourth quarter 2.7 31 2.6 2.7 2.7 2.7 2.7 2.7
Percent change, year OVEr YEar .........covrminininissesesneseeeeenns 2.8 2.9 2.7 2.7 2.7 2.7 2.7 2.7
Unemployment rate, civilian, percent:
Fourth quarter level 55 5.3 54 5.6 55 55 55 55
Annual average 5.6 54 53 55 55 55 55 55
Federal pay raises, January, percent:
Military ... 2.6 2.6 3.0 2.8 3.0 3.0 3.0 3.0
Civilian4 2.6 24 3.0 2.8 NA NA NA NA
Interest rates, percent:
91-day Treasury hills 5 55 5.0 5.0 4.7 4.4 4.2 4.0 4.0
10-year Treasury notes 6.6 6.5 6.1 5.9 55 5.3 5.1 51

NA=Not Available.
1Based on information available as of mid-November 1996.
2Rent, interest, dividend and proprietor's components of personal income.

3CPI for all urban consumers. Two versions of the CPI are now published. The index shown here is that currently used, as required by law, in calculating automatic adjustments to individual in-

come tax brackets. Projections reflect scheduled changes in methodology.

4Qverall average increase, including locality pay adjustments. Percentages to be proposed for years after 1998 have not yet been determined.

5 Average rate (bank discount basis) on new issues within period.
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any buildup of inflationary pressures. This would allow
interest rates to decline without igniting inflation.

Real GDP and unemployment: Over the next two
years, real GDP is expected to rise 2.0 percent annu-
ally, close to the rate of the past two years. During
1999-2002, the pace of growth is expected to quicken
to 2.3 percent annually—the Administration’s estimate
of the economy’s potential growth rate. As in recent
years, the fastest growing component of GDP is likely
to be business fixed investment, stimulated by the fall
in interest rates. Federal consumption and gross invest-
ment is projected to decline as the budget moves to-
wards balance. The net export component of GDP is
expected to move from deficit to surplus as the Federal
deficit shrinks, and there is less need for capital from
abroad to support domestic investment.

The faster GDP growth in the outyears is due to
an expected boost in trend productivity growth that
is likely to accompany higher rates of investment. Pro-
ductivity growth is projected to average 1.2 percent per
year during the next seven years. By way of reference,
from the last cyclical peak in the third quarter of 1990
to the third quarter of 1996, productivity growth was
0.9 percent per year measured from the output side
and 1.2 percent measured from the income side.

Potential GDP growth can be decomposed into the
trend growth of productivity (1.2 percent) and the
growth of the labor force. The Administration’s projec-
tion assumes that the working age population will grow
1.0 percent annually during the next seven years, and
the labor force participation rate will edge up 0.1 per-
cent per year. This labor force projection assumes that
the trends of the past six years will continue, which
represents a significant break with experience in
1974-1990 when both population and labor force par-
ticipation were growing more rapidly. With the baby
boom generation well into its working years, and both
the labor force participation rate and the employment/
population ratio already at record levels, it is prudent
to project continued but slower growth of the work force
in the future.

The real GDP growth projection of 2.0 percent during
the next two years is consistent with a slight rise in
the unemployment rate, edging up from the 5.4 percent
average of last year to 5.5 percent by 1998. Thereafter,
real growth is expected to be at the potential growth
rate, implying that the unemployment rate would re-
main stable.

Inflation: With projected unemployment close to or
at NAIRU throughout the budget forecast, inflation is
expected to remain steady. The GDP chain-weighted
price index is projected to stay on a plateau of 2.6
percent annual growth. The CPI is expected to grow
2.7 percent per year in almost every year, slightly slow-
er than the 3.3 percent actual for 1996. The CPI would
continued to grow about 3.0 percent during 1997-1998
if not for methodological improvements already insti-
tuted or planned by the Bureau of Labor Statistics.

These are expected to trim the annual growth of the
CPI by about 0.3 percentage point.

Interest rates: Short- and long-term interest rates
are expected to decline as a result of the passage of
the Administration’s budget proposals, which will re-
duce the Government’s demands on credit markets. The
91-day Treasury bill rate is expected to decline steadily
from 5.0 percent at the end of 1996 to 4.0 percent
by 2001 and then hold at that level. The 10—year Treas-
ury bond yield, which was 6.3 percent at the end of
last year, is projected to fall to 5.1 percent by 2001
and remain at that level. With inflation holding steady,
these interest rate projections imply a reduction in real
interest rates to levels seen previously when the Fed-
eral budget was closer to balance.

Incomes: The decline in interest rates is expected
to have important but largely offsetting impacts on the
income of the household sector, a net lender in the
economy, and the corporate sector, a net borrower. The
share of personal interest income of the household sec-
tor in nominal GDP is expected to decline because of
lower rates. On the other hand, the fall in rates will
help keep the share of profits near the historically high
levels that prevailed during 1996. During the first three
qguarters of last year, the share of corporate profits be-
fore tax in nominal GDP was the highest since 1979.
The share of wages and salaries in nominal GDP is
projected to remain close to the level of last year.
Aggregate wages and salaries are projected to rise near-
ly 40 percent from 1996 to 2002. After adjustment for
inflation, real wages and salaries are expected to in-
crease 15 percent.

Comparison with CBO

The Congressional Budget Office (CBO) prepares the
economic projections used by Congress in formulating
budget policy. In the executive branch, this function
is performed jointly by the Treasury, the Council of
Economic Advisers (CEA), and OMB. It is natural that
the two sets of economic projections be compared with
one another, but there are several important dif-
ferences, along with the similarities, that should be
kept in mind:

 The Administration’s projections always assume
that the President’s policy proposals in the budget
will be adopted in full. Currently, that means the
deficit will be progressively reduced until the
budget achieves a surplus in 2002. In contrast,
CBO normally assumes that current law will con-
tinue to hold; thus, it makes a “pre-policy” projec-
tion. Both last year and this, however, CBO also
presented economic projections based on a fiscal
policy similar to the budget’s.

« Both CBO and the Administration believe that
balancing the Federal budget by 2002 would have
significant macroeconomic effects, especially for in-
terest rates and the distribution of income. The
Administration does not present an explicit esti-
mate of the fiscal dividend in this budget. CBO’s
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estimates of the dividend show that it is smaller
now than it was a year ago, partly because the
budget is already closer to balance.

» The two sets of projections are often prepared at
different times. The Administration’s projections
must be prepared months ahead of the release
of the budget. Some of the differences in the Ad-
ministration’s and CBO’s near-term forecasts,
therefore, may be due to the availability of more
recent data to CBO; a direct comparison with the
CBO projections is not always meaningful. Timing
differences are much less likely to play an impor-
tant role in any differences in outyear projections,
however.

Table 1-2 presents a summary comparison of the two
sets of projections based on the common assumption
that the deficit will be eliminated by 2002.

» Real GDP: The projections of real GDP growth
are quite similar. The Administration projects that
real GDP will grow at an average rate of 2.2 per-
cent from 1997-2002; CBO projects a 2.1 percent
average growth rate.

* Inflation: Both the Administration and CBO ex-
pect inflation to continue at a slow, steady rate
over the next several years. For the chain-weight-
ed GDP price index, both predict that inflation
will be 2.6 percent yearly beginning in 1998; CBO
expects the annual rate of change in the CPI to
be about one-quarter percentage point higher than
the Administration.

* Unemployment: CBO projects unemployment to
rise from its current level to around 6 percent.
The Administration believes unemployment can

Table 1-2.

stabilize near its current level without raising the
rate of inflation.

 Interest rates: Both the Administration and CBO
have a similar decline in short-term interest rates.
The Administration, however, projects a slightly
larger drop in long-term rates than does CBO.

* Income distribution: Both CBO and the Adminis-
tration expect a shift of income from interest to
corporate profits as a result of the lower interest
rates produced by a balanced budget. The cor-
porate sector is a net borrower and the profits
share of GDP benefits from lower interest rates.
In part because the Administration assumes a
larger decline in long-term interest rates than
does CBO, it projects a larger shift into profits.

CBO has a good economic forecasting record. During
much of the 1980s its forecasts were more accurate
than those of the Administration. The record over the
last four years, however, has been more mixed. Since
it took office in 1993, this Administration has placed
the highest priority on careful and prudent economic
forecasts. Partly because of its conservative approach
to forecasting the deficit, the Administration has over-
estimated the deficit by about $50 billion on average
in the budgets submitted for fiscal years 1994-1996.
It is too early to tell whether this pattern will continue,
but even the Mid-Session estimate of the 1996 deficit
proved to be an overestimate.

It would be preferable to project the deficit without
any error, but that is not possible. Still, the Administra-
tion’s cautious approach has meant that the projection
misses have helped and not hurt in the effort to reduce
the deficit. There are a number of reasons why the

COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years)

Projections

1997 1998 1999 2000 2001 2002

Real GDP (chain-weighted) 1:
CBO JANUANY 2 ... sssnses
1998 BUAGEL ....oovvveererereieineireieeeiseiseisississssssenienseean

Chain-weighted GDP Price Index ®:
CBO January 2
1998 BUAGEL ..o

Consumer Price Index (all-urban) %:
CBO JANUAIY 2 ...
1998 BUAGEL ...

Unemployment rate 3:
CBO JANUAIY 2 ..o nienies
1998 BUAGEL ...vvvvveeereireieieiseieisessssssssssssssssssssessessenans

Interest rates 3:
91-day Treasury bills:
CBO JANUAIY 2 ....cocoieeeeeiieiseiseissisesess st
1998 BUAGEL ...

10-year Treasury notes:
CBO JANUAIY 2 ..ot
1998 BUAGEL ...

2.1 2.1 2.2 22 2.1 21
2.0 2.0 2.3 2.3 2.3 2.3

24 2.6 2.6 2.6 2.6 2.6
25 2.6 2.6 2.6 2.6 2.6

2.9 3.0 3.0 3.0 3.0 3.0
2.6 2.7 2.7 2.7 2.7 2.7

53 5.6 5.8 5.9 6.0 6.0
53 55 55 55 55 55

5.0 5.0 4.6 4.2 39 39
5.0 47 44 4.2 4.0 4.0

6.2 6.1 5.8 55 55 55
6.1 5.9 55 53 51 51

1Percent change, fourth quarter over fourth quarter.
2Economic projections assuming balanced budget policy.
3Annual averages, percent.
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budget has performed better than expected. Some of
these are technical shifts; for example, Medicaid spend-
ing has fallen short of expectations for technical rea-
sons. In addition, however, the economy has performed
as well as or better than the Administration has as-
sumed, and even more in excess of CBO’s expectations.

Because of the revisions to GDP adopted in January
of 1996 by the Commerce Department, it is impossible
to show a consistent history of real growth projections
for both last year and the earlier years of the Adminis-
tration. Looking at the unrevised data through 1995,
however, the Administration was more accurate than
CBO in its initial forecast of real GDP growth, but
still underpredicted the actual performance of the econ-
omy by 0.8 percentage point per year on average. In
subsequent forecasts, the Administration has also been
slightly more accurate in projecting real GDP. Over
the last four years, the Administration has been more
accurate than CBO in its forecast of unemployment,
but still has consistently overestimated the unemploy-
ment rate. CBO has also tended to resist the mounting
evidence for a significant increase in the GDP share
of corporate profits as a result of lower interest rates
and the greater competitiveness of U.S. business. The
Administration’s projections of the profits share were
closer to the actual outcome.

The differences in economic assumptions between the
Administration and CBO have been small—smaller
than they were under previous Administrations, and
well within the usual range of error in such projections.
However, even small differences in economic assump-
tions can yield sizable differences in budget projections
when extended over several years. Given the positive
economic outlook in the United States—strong and
steady growth, robust job creation, and low inflation
and interest rates with none of the excesses that sug-
gest an economic downturn—there are sound reasons
for believing that the Administration’s projection is like-
ly to be close to the actual outcome. In that case, the
President’s budget as presented in the document would
continue in force through 2002, with no need to limit
spending or suspend tax cuts to achieve a balanced
budget.

Can We Do Better?

The Administration’s average projected rate of growth
for real GDP over the budget period—2.2 percent per
year—is about equal to the estimate of potential non-
inflationary growth held by a broad consensus of the
economics profession. It is natural to wonder if the
economy is capable of doing better than this. The Ad-
ministration is optimistic that it can, and has proposed
the policies that are most likely to raise potential
growth. However, it would not be prudent to base the
budget on best-case assumptions, or even on assump-
tions much above the middle ground. Previous Adminis-
trations made that mistake, and one result was a se-
guence of large, unanticipated deficits.

Statistical problems suggest that growth might al-
ready be faster than we think. The possible mismeas-

urement of GDP on the “output” side (as opposed to
Gross Domestic Income, on the “income” side) may have
reduced measured average growth over the past six
years by as much as ¥4 percentage point. The Adminis-
tration assumes that the true rate of growth over this
period was better approximated by the growth of in-
comes, and that assumption is reflected in the projected
2.3 percent growth rate for potential GDP.

The possibility that the CPI is mismeasured also af-
fects GDP. As indicated above, an overstatement of 1.1
percentage point per year in the measurement of the
CPI would have cut measured real GDP growth by
between 0.5 and 1.0 percentage point. Correcting for
such an error would raise the Administration’s pro-
jected real growth rate to around 3 percent per year.

Another factor affecting the current measured growth
rate of real GDP should not be a cause for concern.
The growth of total output is equal to the sum of the
growth rate of labor productivity and the growth rate
of hours worked. The Administration projects that
hours worked will increase by less than in the past.
There are two benign reasons for the expected slow-
down:

» The working-age population is growing more slow-
ly than it did in earlier decades, purely because
of lower historical birth rates. Family incomes and
individual well-being should not be affected by
such a slowdown.

» Both the rate of labor force participation and the
percentage of the population employed are already
at record levels, and accordingly are not expected
to rise at the rates of recent years. During the
past two decades there was a massive inflow of
women into the paid labor force. That inflow has
slowed, and there are signs that the rate of female
labor force participation is stabilizing. This is not
necessarily a cause for alarm even though it
means slower growth in total hours worked and
less real GDP growth. The voluntary decisions of
people to enter or leave the labor force ought to
be respected by Government, and incomes can rise
on a per capita or per family basis whether or
not labor force participation is increasing. If un-
employment is low and jobs are plentiful, as they
are now, then those women (and men) who would
like to work have the best opportunity to do so.

Because of these changes, the average growth rate
of hours worked is expected to decline from an average
of about 1.7 percent per year during the 1970s and
1980s to around 1.2 percent per year for the next six
years. This decline will reduce real GDP growth by
a corresponding amount.

A further increase in productivity growth would be
highly desirable, and Administration initiatives in edu-
cation, technology, and regulatory reform are intended
to improve productivity. But raising the trend rate of
productivity growth has proved very difficult, however
often policymakers have espoused that goal; therefore,
a prudent assumption is to project a continuation in
the prevailing productivity trend while working to ex-
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Table 1-3.

SAVING, INVESTMENT, AND TRADE BALANCE

(Fiscal years; in billions of dollars)

CUITENE ACCOUNE .vveveiiecieieieieeie e

Merchandise trade balance ...
Net foreign iNVeSIMENt .......ccccorvrervrrrrreerennns
Net domestic saving (excluding Federal saving)® .

Net private domestic iNVEStMENt .........cccovrevreervereirrirninns

1996 actual 1998 estimate
................... -154 -180 to -140
-181 -210 to -170
-140 -175 to -135
460 440 to 480
................... 393 415 to 455

1Defined for purposes of Public Law 100-418 as the sum of private saving and the current surpluses of State and local governments. All
series are based on the National Income and Product Accounts (NIPA) measures except for the current account balance.

ceed that conservative forecast. If this course is success-
ful, then inflation will be less than expected and the
deficit will be smaller too. These surprises would be
welcome.

Omnibus Trade and Competitiveness Act of 1988

As required by the Omnibus Trade and Competitive-
ness Act of 1988, Table 1-3 shows estimates for eco-
nomic variables related to saving, investment, and for-
eign trade consistent with the economic assumptions.

The merchandise trade and current account deficits
deteriorated in fiscal year 1996 and are expected to
stabilize near current levels through fiscal year 1998.
Net private investment in the United States has ex-
panded rapidly during this Administration, and it is
expected to continue to increase as the economy ex-
pands. The sources for the increased private investment
have been the decline in the Federal deficit and higher
private saving, plus a larger inflow of foreign capital.

The Act requires information on the amount of bor-
rowing by the Federal Government in private credit

markets. This is presented in Chapter 12, “Federal
Borrowing and Debt.”

It is difficult to gauge with precision the effect of
Federal Government borrowing from the public on in-
terest rates and exchange rates, as required by the
Act. Both are influenced by many factors besides Gov-
ernment borrowing in a complicated process involving
supply and demand for credit and perceptions of fiscal
and monetary policy here and abroad.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying this budget are
similar to those of last year. Both budgets envisaged
that achieving a balanced budget would result in a
substantial decline in interest rates that would serve
to extend the economic expansion at a moderate pace
while helping to maintain low, steady rates of inflation
and unemployment. A shift to a balanced budget and
the ensuing lower interest rates were also expected to
shift income from interest to profits. This would have
favorable effects on budget receipts and the deficit, be-

Table 1-4. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 1997 AND 1998 BUDGETS

(Calendar years; dollar amounts in billions)

1996 1997 1998 1999 2000 2001 2002
Nominal GDP:
1997 budget assumptions ... 7,621 | 8,008 | 8417 | 8848 | 9295 | 9,772 | 10,268
1998 budget assumptions 7577 | 7,943 | 8313 | 8717 | 9,153 | 9,610 | 10,087

Real GDP (percent change): 1

1997 budget aSSUMPLIONS .......ceuivrerinrererreireeiseiseierissiensieeses

1998 budget aSSUMPLIONS ........c.evuerinrmeriniireineiseieriesieriseieies
GDP price index (percent change):

1997 budget assumptions

1998 budget assumptions
Consumer Price Index (percent): 2

1997 budget aSSUMPLIONS ........cvviverinrirenieiineineierereeriseeies

1998 budget aSSUMPLIONS .....c.veeerrerieeireireireiseiseiseisiesieeseeenieneees
Civilian unemployment rate (percent): 2

1997 budget aSSUMPLIONS ........cvvverinrierinieinesiereneerisesies

1998 budget aSSUMPLIONS ........evurvuerinrirrreireeiseineeerissienseieeses
91-day Treasury bill rate (percent): 2

1997 budget aSSUMPLIONS .....c.cereevriereiriereireinsisesssississseesseenieneees

1998 budget aSSUMPLONS .....c.vererrerreririsrisressrssssssessessessesenseseens
10-year Treasury note rate (percent): 2

1997 budget aSSUMPLIONS .....c.veeerevreerieriireireineiseiseisiesieeseeenieneees

1998 budget aSSUMPLIONS ........corveerinrieriirecneeeeiererierseees

22 2.3 2.3 2.3 2.3 2.3 2.3
2.8 2.0 2.0 23 23 23 23

2.8 2.7 2.7 2.7 2.7 2.7 2.7
2.3 25 2.6 2.6 2.6 2.6 2.6

31 2.9 2.8 2.8 2.8 2.8 2.8
3.1 2.6 2.7 2.7 2.7 2.7 2.7

5.7 5.7 5.7 5.7 5.7 5.7 5.7
54 53 55 55 55 55 55

4.9 45 4.3 4.2 4.0 4.0 4.0
5.0 5.0 4.7 4.4 4.2 4.0 4.0

5.6 53 5.0 5.0 5.0 5.0 5.0
6.5 6.1 5.9 55 53 51 51

LFourth quarter-to-fourth quarter.
2Calendar year average.
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cause profits face a higher marginal tax rate than inter-
est income.

The changes in the economic outlook since last year’s
budget have been relatively modest. On the positive
side, the differences are primarily the result of more
favorable economic experience in 1996 than was antici-
pated in last year's assumptions; on the negative side,
partly because of the failure to enact a balanced budget,
interest rates did not decline as was anticipated in
last year’s assumptions. Indeed, interest rates increased
during the first half of the year. Even so, inflation
and unemployment continued to improve in 1996. Be-
cause of this favorable experience, the forecast average
for the unemployment rate has been lowered by 0.2
percentage point, and inflation has been reduced by
0.1 percentage point. Meanwhile, interest rates are
again assumed to decline in this budget, but the de-
scent begins a year later than previously assumed, and
the decline is smaller in percentage points.

The net effects on the budget of these modifications
in the economic outlook are shown in Table 1-5. The
last column in the table shows the effect in 2002. The
largest effects come from lower receipts due to lower
inflation and lower real GDP growth in 1997 and 1998,
and from the shift in timing of the expected decline
in interest rates. Because the decline starts a year
later, interest rates are higher in this budget, which
increases the deficit relative to last year's estimates.
The budget surplus projected for 2002 would have been
about $43 billion larger had last year's economic as-
sumptions been used in place of this year’s assump-
tions.

Structural vs. Cyclical Deficit

When there is slack in the economy, receipts are
lower than they would be if resources were fully em-

ployed, and outlays for unemployment-sensitive pro-
grams (such as unemployment compensation and food
stamps) are higher. As a result, the deficit is higher
than it would be if unemployment were at NAIRU.
The portion of the deficit that can be traced to such
factors is called the cyclical deficit. The remainder, the
portion that would remain with unemployment at
NAIRU (consistent with a 5.5 percent unemployment
rate), is called the structural deficit.

Changes in the structural deficit give a better picture
of the impact of budget policy on the economy than
does the unadjusted deficit. During a recession or the
recovery from one, the structural deficit also gives a
clearer picture of the deficit problem that fiscal policy
must address, because this part of the deficit will per-
sist even when the economy has fully recovered, unless
policy changes.

In the early 1990's, large swings in net outlays for
deposit insurance (the S&L bailouts) had substantial
impacts on deficits, but had little impact on economic
performance. It therefore became customary to remove
deposit insurance outlays as well as the cyclical compo-
nent of the deficit from the actual deficit to compute
the adjusted structural deficit. This is shown in Table
1-6.

Because the economy is projected to be quite close
to full employment over the forecast horizon, the cycli-
cal component of deficits is small. Indeed, for 1996 and
1997, the unemployment rate is slightly below the full
employment rate of 5.5 percent, resulting in negative
cyclical components of the deficit (cyclical surpluses).
Deposit insurance net outlays are relatively small and
do not change greatly from year to year. Thus, rather
unusually, the adjusted structural deficits in this budg-
et display much the same pattern of year-to-year
changes as the actual deficits. The most significant

Table 1-5. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE LAST YEAR

(In billions of dollars)

1997 1998 1999 2000 2001 2002
Budget totals under 1997 budget economic assumptions and 1998 budget
policies:
RECEIPLS vovviireireiseieieie sttt 1,517.3 | 1,585.4 | 1,668.8 | 1,754.4 | 1,839.6 | 1,932.4
OULIAYS vttt 1,630.3 | 1,677.9 | 1,748.4 | 1,802.9 | 1,834.8 | 1,872.1
SUIPIUS OF AEFICIE (=) wouvveeeerirreeierei s -113.0 | -926 | -79.7| -485 49 60.3
Changes due to economic assumptions:
RECEIPLS oottt bbb -11.9 -18.5 -25.4 -27.1 -31.3 -35.7
Outlays:
INFIBHION ettt -1.5 -2.2 -33 -4.2 -5.4 -6.6
Unemployment .. -33 -1.8 -14 -1.9 -2.0 -2.0

Interest rates ......ccvvveriiiininininienens

Interest on changes in DOITOWING .........ccvevrrinirrrnennineinierneenies
Total, outlay inCreases (NEL) .......ccverrererreereeserssnsressssesesesenns

Increase in defiCit (=) ..vevvrrerreeree e

Budget totals under 1998 budget economic assumptions and policies:
RECEIPLS oottt
OUIAYS oo

SUrplUS OF defiCit (=) oo

51 12.3 14.2 13.4 11.2 8.6
0.3 12 2.7 4.2 5.8 7.6

.................... 0.7 9.5 12.3 115 9.7 7.6

-126 | -281| -37.7| -386| -410| -433

1,505.4
1,631.0

1,566.8
1,687.5

1,643.3
1,760.7

1,727.3
1,814.4

1,808.3
1,844.5

1,896.7
1,879.7

-1256 | <1206 | -1174 | 871 | -36.1 17.0




1. ECONOMIC ASSUMPTIONS

13

point illustrated by this table, is the fact that of the
$183 billion reduction in the actual budget deficit be-
tween 1992 and 1996 (from $290 billion to $107 billion),
41 percent ($75 billion) resulted from cyclical improve-
ment in the economy. The rest of the reduction
stemmed primarily from policy actions—mainly those
in the Omnibus Budget Reconciliation Act of 1993, early
in President Clinton’s first term, which reversed a pro-
jected continued steep rise in the deficit.

Sensitivity of the Budget to Economic
Assumptions

Both receipts and outlays are affected by changes
in economic conditions. This sensitivity seriously com-
plicates budget planning, because errors in economic
assumptions lead to errors in the budget projections.
It is therefore useful to examine the implications of
alternative economic assumptions.

Many of the budgetary effects of changes in economic
assumptions are fairly predictable, and a set of rules
of thumb embodying these relationships can aid in esti-
mating how changes in the economic assumptions
would alter outlays, receipts, and the deficit.

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and
employment tend to move together in the short run:
a higher rate of real GDP growth is generally associ-
ated with a declining rate of unemployment, while weak
or negative growth is usually accompanied by rising
unemployment. In the long run, however, changes in
the average rate of growth of real GDP are mainly
due to changes in the rates of growth of productivity
and labor supply, and are not necessarily associated
with changes in the average rate of unemployment.
Inflation and interest rates are also closely interrelated:
a higher expected rate of inflation increases interest
rates, while lower expected inflation reduces rates.

Changes in real GDP growth or inflation have a much
greater cumulative effect on the budget over time if
they are sustained for several years than if they last
for only one year.

Highlights of the budget effects of the above rules
of thumb are shown in Table 1-7.

If real GDP growth is lower by one percentage point
in calendar year 1997 only and the unemployment rate
rises by one-half percentage point, the fiscal 1997 defi-
cit would increase by $8.6 billion; receipts in 1997
would be lower by about $7.1 billion, and outlays would

be higher by about $1.5 billion, primarily for unemploy-
ment-sensitive programs. In 1998, the receipts shortfall
would grow further to about $15.2 billion, and outlays
would be increased by about $5.2 billion relative to
the base, even though the growth rate in calendar 1998
follows the path originally assumed. This is because
the level of real (and nominal) GDP and taxable in-
comes would be permanently lower and unemployment
higher. The budget effects (including growing interest
costs associated with the higher deficits) would continue
to grow slightly in later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (1997-2002) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would
be below the base case by a growing percentage. The
deficit would be $143.0 billion higher than under the
base case by 2002.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, reach-
ing a $120.8 billion deficit add-on by 2002.

Joint changes in interest rates and inflation have
a smaller effect on the deficit than equal percentage
point changes in real GDP growth because their effects
on receipts and outlays are substantially offsetting. An
example is the effect of a one percentage point higher
rate of inflation and one percentage point higher inter-
est rates during calendar year 1997 only. In subsequent
years, the price level and nominal GDP would be one
percent higher than in the base case, but interest rates
are assumed to return to their base levels. Outlays
for 1997 rise by $6.3 billion and receipts by $8.1 billion,
for a decrease of $1.8 billion in the 1997 deficit. In
1998, outlays would be above the base by $15.6 billion,
due in part to lagged cost-of-living adjustments; receipts
would rise $16.5 billion above the base, however, result-
ing in a $0.9 billion decrease in the deficit. In subse-
guent years, the amounts added to receipts would con-
tinue to be larger than the additions to outlays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount

Table 1-6. ADJUSTED STRUCTURAL DEFICIT

(In billions of dollars)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Unadjusted surplus (<)/defiCit .......cocvinniniriercsse s 2904 | 255.0 | 203.1 | 1639 | 107.3 | 1256 | 120.6 | 1174 | 87.1| 36.1 | -17.0
Cyclical COMPONENT ....uuvvueiiieireiieri e 68.7 | 526 | 242 23| -67| -103| -37 0.0 0.0 0.0 0.0
SHUCHUTAl DEICIE ....vvoerevere s 221.7 | 202.6 | 1789 | 1616 | 1140 | 1359 | 1244 | 1174 | 871 | 36.1| -17.0
Deposit iNSUFANCE OULIAYS ......cvueereeiiiiiiriiiiseissisiieise e -24 | -280| -76| -178| -84| -121| -40| -20| -11| -16| -15
Adjusted structural SUrPIUS(=)/EFICIE .........overirrirrirrinirieeeee e 2241 | 230.4 | 1865 | 1795 | 1224 | 148.0 | 1284 | 1194 | 883 | 37.7| -155
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steadily in successive years, adding $75.1 billion to out-
lays and $101.1 billion to receipts in 2002, for a net
reduction in the deficit of $26.0 billion.

The table also shows the interest rate and the infla-
tion effects separately, and rules of thumb for the added
interest cost associated with higher or lower deficits
(increased or reduced borrowing). The effects of changes
in economic assumptions in the opposite direction are
approximately symmetric to those shown in the table.
The impact of a one percentage point lower rate of

inflation or higher real growth would have about the
same magnitude as the effects shown in the table, but
with the opposite sign.

These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be
affected significantly by changing income shares. These
relationships, however, have proved too complex to be
reduced to simple rules.

Table 1-7. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(In billions of dollars)
Budget effect 1997 1998 1999 2000 2001 2002
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
For calendar year 1997 only: 1
Receipts -7.1 -15.2 -174 -17.7 -18.2 -18.8
Outlays 15 52 6.5 7.7 8.9 10.2
DEFICIt INCTEASE (F) vvvuvrcercireieireireireirtisei st 8.6 204 239 25.4 271 29.0
Sustained during 1997-2002:
Receipts 7.1 -22.4 -40.6 -59.8 -80.2 | -101.9
Outlays 15 6.8 13.3 212 30.2 411
DEFICIt INCIEASE (1) vvverercereereieireireirirt st 8.6 29.2 53.9 81.0 1104 143.0
Sustained during 1997-2002, with no change in unemployment:
Receipts -71 -22.7 -41.6 -62.2 -84.2 | -108.1
Outlays 0.2 1.0 2.6 5.0 8.3 12.7
DEFICIt INCTEASE (1) vvvvurvrcercrrceeireireireiseise sttt 7.3 237 442 67.1 92.5 120.8
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 1997 only:
Receipts 8.1 16.5 16.4 15.3 16.1 16.9
Outlays 6.3 15.6 12.9 11.8 11.3 111
DEfiCit INCTEASE () vvuvvrviceeririerierree s -18 -0.9 -34 -35 -4.8 -5.8
Inflation and interest rates, sustained during 1997-2002:
Receipts 8.1 25.0 42.6 60.3 79.7 101.1
Outlays 6.3 22.3 36.7 50.1 62.7 75.1
DEfiCit INCTEASE (1) vvuvvrvieieeirieiierre e -18 -2.6 -5.9 -10.2 -17.0 -26.0
Interest rates only, sustained during 1997-2002:
RECEIPES oottt 11 2.8 3.6 39 4.2 45
OULIAYS vvrrvreseesriserieesi sttt 5.8 17.6 25.4 311 35.7 39.3
DEFiCit INCTEASE (1) vvvvrerireieieireireirireise e 4.7 14.8 21.8 27.2 315 34.8
Inflation only, sustained during 1997-2002:
Receipts 7.0 22.1 39.0 56.4 75.5 96.6
Outlays 0.4 47 113 19.0 27.0 35.8
DEFICIt INCTEASE (F) vvvuvrcercireieireireireirtisei st -6.6 -17.4 =217 =374 -48.5 -60.9
Interest Cost of Higher Federal Borrowing
Effect of $100 billion additional borrowing during 1997 ........ccccccvnineneireinnnnns 2.9 5.4 5.3 5.3 5.3 54

1The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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Introduction

The Government's financial condition can be exam-
ined from several alternative perspectives, and a bal-
anced assessment requires various approaches. This
chapter presents an organizing framework for such
analysis. The Government is not a business, and it
cannot be evaluated simply by applying the usual busi-
ness accounting techniques. A full evaluation of its fi-
nances must consider a broader range of information
than is contained in a conventional balance sheet, and
none of the tables in this chapter should be treated
as if it were “the balance sheet” of the Federal Govern-
ment. Considered as a whole, however, the chapter with
all of its tables provides an overview of the Govern-
ment's financial resources, the current and future
claims on them, and some information about what the
taxpayer is getting in exchange for this commitment
of resources. In this way, the presentation that follows
offers the kind of information that a financial analyst
would expect to find in a business balance sheet.

Because of major differences between Government
and business, and the serious limitations of the avail-
able data, this chapter’s findings should be interpreted
with considerable caution. The conclusions are tentative
and subject to future revision as the estimating meth-
ods are improved and better data become available.

The presentation consists of three parts:

* The first part reports on what the Federal Govern-
ment owns and what it owes. Table 2-1 summa-
rizes this information. The assets and liabilities
in this table are a useful starting point for a finan-
cial analysis of the Federal Government, but they
are only a partial reflection of the full range of
Government resources and responsibilities. The
assets include only the items that are actually
owned by the Government; through taxation the
Government can rely on a much wider range of
resources to meet future obligations. The liabilities
in the table are binding Government commitments
resulting from prior actions; the Government’s fi-
nancial responsibilities are considerably broader
than this.

 The second part presents possible future paths
for the Federal budget extending well into the
next century, including an extension of the propos-
als in the 1998 Budget. The information is sum-
marized in Table 2-2 and in the set of charts
presented along with it. This is the appropriate
context in which to examine the balance between

future Federal resources and responsibilities; and
the analysis in this part offers the clearest indica-
tion of the long-run financial burdens that the
Government faces and the resources that will be
available to meet them. Some future claims on
the Government receive special emphasis because
of their importance to individuals’ retirement
plans. Table 2-3 summarizes the condition of the
social security and Medicare trust funds and how
that condition has changed since 1995.

* The third part of the presentation features infor-
mation on broader economic and social conditions
that are affected by Government activity. Table
2-4 is a summary of national wealth highlighting
the different categories of Federal investment that
have contributed to wealth. Table 2-5 is a sample
of economic and social indicators. No single statis-
tic, not even GDP, can capture the full ramifica-
tions of Federal actions; a comprehensive set of
indicators, such as the one presented here, is
needed to encompass the full range of Government
activities and interests.

Relationship with FASAB Objectives

The framework presented here meets one of the four
objectives® of Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993. This Stewardship Objective says:

Federal financial reporting should assist report users in
assessing the impact on the country of the Government's
operations and investments for the period and how, as a
result, the Government's and the Nation's financial condi-
tions have changed and may change in the future. Federal
financial reporting should provide information that helps the
reader to determine:

3a. Whether the Government’s financial position improved
or deteriorated over the period.

3b. Whether future budgetary resources will likely be suffi-
cient to sustain public services and to meet obligations as
they come due.

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The experimental presentation here explores one pos-
sible approach for meeting this objective at the Govern-
ment-wide level.

10bjectives of Federal Financial Reporting, Statement of Federal Financial Accounting

Concepts Number 1, September 2, 1993. The other three Objectives relate to budgetary
integrity, operating performance, and systems and controls.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’'S “BALANCE SHEET”

1. According to Table 2-1, the Government’s liabilities exceed its assets. No business could
operate that way. Why can’t the Government run like a business?

Because the Federal Government is not a business. It has fundamentally different objectives,
and so must operate in different ways.

The primary goal of every business is to earn a profit. But in our free market system, the Fed-
eral Government leaves virtually all activities at which a profit could be earned to the private
sector. In fact, the vast bulk of the Federal Government's operations are of a nature such that it
would be difficult or impossible to charge prices at all—let alone prices that would cover ex-
penses. The Government undertakes these activities not to improve its balance sheet, but for the
balance sheet of the Nation—that is, its people and its businesses—including not only monetary
but also nonmonetary values. No business would—or should—sacrifice its own balance sheet to
bolster that of the rest of the country.

To illustrate, one of the Federal Government’s most valuable assets is its holdings of gold. The
price of gold generally fluctuates counter to the state of the economy—if inflation is rapid and
out of control, the price of gold rises; but when inflation slows and steadies, the price of gold
falls. One important source of the deterioration of the Federal Government’s balance sheet since
the 1980s has been the decline in the price of gold, which reduced the value of the Government's
gold holdings. But that price decline—and hence a deterioration of the Government's balance
sheet—was a direct consequence of Federal policies to reduce inflation, for the benefit of the peo-
ple and businesses of the United States. No business would undertake such a policy of worsen-
ing its own balance sheet.

Similarly, the Federal Government invests in education and research. The Government earns no
return from these investments; but the Nation and its people are made richer. A business, in
contrast, undertakes investments that earn a profit for itself, not others.

Because the Federal Government's objectives are different, its balance sheet will behave dif-
ferently.

2. But doesn’t Table 2-1 say that the Government is insolvent?

No. Just as the Federal Government’s responsibilities are of a different nature than those of a
private business, so are its resources. Its solvency must be evaluated in different terms.

What the table shows is that those Federal obligations that are comparable to the liabilities that
a business corporation would show on its balance sheet exceed the estimated value of the assets
the Federal Government actually owns. However, the Government has access to other re-
sources—such as through its sovereign powers of taxation and money creation. These powers
give the Government the ability to meet its present obligations and those it will incur through
future operations.

The financial markets clearly recognize this reality. The Federal Government's implicit credit
rating is the best in the United States; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent. In countries where governments totter on the brink of true insolvency,
lenders are either unwilling to lend them money, or do so only in return for a substantial inter-
est premium.

However, the Federal Government’s balance sheet was clearly worsened by the budget policies of
the 1980s. If the President’s policy proposals in this budget are accepted, the excess of the Gov-
ernment’s liabilities over its assets could well shrink over the foreseeable future.




2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

17

QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

3. The Government does not comply with the accounting requirements imposed on private
businesses. Why can’t the government keep a proper set of books?

Because the Government is not a business, and its primary goal is not to earn profits and to en-
hance its own wealth, accounting standards designed to illuminate how much a business earns
and how much equity it has would be misleading, and would not provide the most useful infor-
mation. The appreciation of the need for separate Federal Government accounting standards is
comparatively recent. But now the Federal Accounting Standards Advisory Board has developed,
and the Federal Government has adopted, an accounting framework that reflects the Govern-
ment’'s functions and answers the questions about the responsibilities for which it should be ac-
countable. This framework addresses the Government's budgetary integrity, operating perform-
ance, stewardship, and systems and controls. The Board has also developed, and the Govern-
ment has adopted, a full set of accounting standards. Federal agencies are issuing audited finan-
cial reports that follow these standards; a Government-wide consolidated financial report follow-
ing these standards will be issued for FY 1997.

This chapter viewed in its entirety addresses the “stewardship objective”—assessing the inter-
related financial condition of the Federal Government and of the Nation for which the Govern-
ment is responsible. The data in this chapter are intended to develop a fuller understanding of
the trade-offs and connections between making the Federal Government “better off” and making
the Nation “better off.”

However, there is no single number or “bottom line” for the Government comparable to the net
worth of a business corporation. Some analysts find this absence of a bottom line to be frustrat-
ing. But pretending that there is such a number—when there clearly is not—does not advance
the understanding of Government finances.

4. Why isn’'t social security shown as a liability in Table 2.1?

Social security benefits are a political and moral responsibility of the Federal Government, but
they are not a liability. The Government has unilaterally both increased and decreased benefits
in the past; the Social Security Advisory Council has recently suggested further reforms, involv-
ing additional changes in benefits. When the amount in question can be changed in such a fash-
ion, it would not ordinarily be considered a liability.

There are a large number of other Federal programs that are similar in many ways to social se-
curity, such as Medicare, veterans benefits, and student loans, to name only three. These pro-
grams are not counted as liabilities in the balance sheet. Treating social security benefits dif-
ferently from these other programs would be hard to justify.

Furthermore, if social security benefits were to be treated as liabilities, then logic would suggest
that the earmarked social security payroll tax receipts that finance those benefits should be as-
sets. However, no other future tax receipts are counted as assets in the formal sense; and thus
again, drawing a line between social security taxes and other taxes would appear questionable.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

5. It is all very well to balance the budget in 2002, but can this be a permanent solution?
When the baby-boom generation retires beginning in 2008, won'’t the deficit return larger and
meaner than ever before?

The aging of the U.S. population, which will become dramatically evident when the baby-
boomers retire, poses serious long-term problems for the Federal budget and its major entitle-
ment programs. However, balancing the budget over the next few years would leave the country
much better prepared to address these problems.

If the reforms in this budget are enacted, not only would the budget come into balance, but that
balance would be preserved for some time to come (under an extension of the economic and tech-
nical assumptions used for this budget). Far from being an exercise in futility, balancing the
budget now is one of the key steps towards keeping it in balance when the baby-boomers retire.
The second part of this chapter and the charts that accompany it show how the budget is likely
to fare under various possible alternative assumptions. Absent the budget policy proposals the
deficit is likely to begin growing sharply early in the next century.

6. Does Federal investment exceed the deficit? Would it be sensible to permit a deficit so
long as it was no larger than the amount spent on Federal investments?

Gross Federal investment in physical capital was $103 billion in 1996. This was about equal to
the Federal deficit in that year. However, this does not mean that a deficit of this amount was
appropriate.

First of all, the Government consumes capital each year in the process of providing goods and
services to the public. The rationale that investment can justify borrowing should apply only to
net investment, after depreciation is subtracted, because only net investment augments the as-
sets available to offset the higher liability. For the Federal Government, as discussed in Chapter
6 of this volume, net investment in physical capital owned by the Federal Government is esti-
mated to be negative in 1998. Thus, more deficit reduction would be required by this proposed
criterion than would be required to balance the present budget.

The Federal Government also funds substantial amounts of physical capital that it does not
own, such as highways and research facilities, and it funds investment in intangible “capital”
such as education and training, or the conduct of research and development. A private business
would never borrow to spend on assets that would be owned by other people. However, such
spending is a principal function of Government. Chapter 6 shows that by this definition net in-
vestment is estimated to be positive in 1998, but by only a small amount.

There is another hitch in the logic of borrowing to invest. Businesses expect investments to earn
a profit from which they repay the financing costs. In contrast, the Federal Government does
not generally expect to receive a direct payoff (in the form of higher tax receipts) from its invest-
ments. In this sense, Government investments are no different from other Government expendi-
tures, and the fact that they provide services over a longer period is no justification for exclud-
ing them when calculating the deficit.

Finally, the Federal Government has responsibilities for supporting the overall financial and
economic well-being of the Nation. In this broader context, it might want to manage its fiscal
policy so as to augment private saving and investment by paying for its own investments from
current revenues, instead of borrowing in the credit market and crowding out private invest-
ment. In other words, there are considerations other than the amount of Federal investment
that should govern the appropriate level of the deficit.
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What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors, but the standard budget
presentation, with its focus on annual outlays, receipts,
and the deficit over a five- or six-year period does not
provide all the information that would be needed for
a full analysis of the Government'’s financial and invest-
ment decisions. In addition, information about Federal
assets and liabilities can be helpful. Long-run budget
projections that extend the usual forecast horizon are
also important. Finally, it is important to examine the
effects on society and the economy of Government poli-
cies in order to evaluate how well the Federal Govern-
ment is performing. A business may ultimately be
judged by the bottom line in its income statement or
balance sheet, but for the National Government, the
ultimate test is how its actions affect the entire coun-
try. The data needed to judge its performance go be-
yond a simple measure of the net assets of the Govern-
ment alone; indeed, given the Federal Government's
much broader responsibilities, looking at its net assets
alone can be misleading (see the "Questions and An-
swers” in the accompanying box).

Consider, for example, Federal investments in edu-
cation or infrastructure which generate returns that
flow mainly to households, private businesses or other
levels of government rather than back to the Federal
Treasury. Considered in terms of the Federal Govern-
ment’s own “bottom line,” these investments are a nega-
tive, but they make a real contribution to the Nation
as a whole, the economy, and the people. A framework
for evaluating Federal finances needs to take the return
on such investments into account, even when the return
accrues to someone other than the Federal Government.

A good place to start an evaluation of the Govern-
ment's finances is with a measurement of its assets
and liabilities, although this is only a starting point.
Such a tabulation is presented below based on data
from a variety of public and private sources. It has
sometimes been suggested that the Federal Govern-
ment’'s assets, if fully accounted for, would exceed its
debts, and that a positive balance in such a calculation
would mitigate the risks of large Government budget
deficits. Table 2-1 clearly shows that this is not correct.
The Federal Government’s assets are substantially less
than its debts mainly because of the steep increase
in deficits that occurred in the 1980s.

But that is not the end of the story. The Federal
Government has resources that go beyond the conven-
tional assets that normally appear on a balance sheet.
These include the Government's sovereign powers to
tax, regulate commerce, and set monetary policy. These
powers call for special treatment in evaluating the Gov-
ernment’s financial position. The Government's sov-
ereign powers give it access to resources that no private
individual or business possesses, but these powers
would not be considered assets in any normal sense
of the word, nor would they be counted on a conven-

tional balance sheet. Yet they need to be considered
in a comprehensive review of the Government's finan-
cial condition. The best way to do this is to make a
long-run projection of the Federal budget. The budget
provides a comprehensive measure of the Government's
annual cash flows, and projecting it forward shows how
the Government's powers are expected to generate cash
flows in the future.

On the other side of the ledger are the Government'’s
formal debt obligations, such as Treasury bills or notes,
along with the present discounted value of its obliga-
tions to pay pension benefits to Federal retirees. Both
types of obligations have obvious counterparts in the
business world that would appear on a business balance
sheet. Accrued obligations for government insurance
policies and the estimated present value of future failed
loan guarantees and deposit insurance claims should
also be added to Government liabilities. These formal
liabilities are only a subset of the Government's finan-
cial responsibilities. In addition, there are obligations
which have no analogues in business accounting, and
which would not be included on a conventional balance
sheet.

For example, the Government has established a broad
range of programs that dispense cash and other benefits
to individual recipients. The Government is not con-
stitutionally obligated to continue payments under
these programs; the benefits can be modified or even
ended at any time, subject to the decisions of the elect-
ed representatives in Congress. Last year's welfare re-
form legislation is only the most recent example of such
a change. Allowing for such changes, however, it is
likely that many of these programs will remain Federal
obligations in some form for the foreseeable future. The
present value of the benefits that will be paid out
through these programs therefore, can be measured as
a claim on future Government resources. Again, the
best way to see how future responsibilities line up with
future resources is to project the Federal budget for-
ward far enough in time to capture the long-run effects
of current and past decisions. Projections of this sort
are presented below.

The budget, even when projected far into the future,
does not show whether the public is receiving value
for its tax dollars. That question requires performance
measures for government programs supplemented by
appropriate information about conditions in the U.S.
economy and society. Some of these data are currently
available but much more would need to be developed
to obtain a full picture. Examples of what might be
done are also shown below.

The presentation that follows consists of a series of
tables and charts. No one of these is a “"Government
balance sheet,” but all of them together can serve many
of the functions of a balance sheet. The schematic dia-
gram, Chart 2-1, shows how they fit together. The ta-
bles and charts should be viewed as an ensemble, the
main elements of which can be grouped together in
two broad categories—assets/resources and liabilities/
responsibilities.
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* Reading down the left-hand side of the diagram
shows the range of Federal resources, including
assets the Government owns, tax receipts it can
expect to collect, and national wealth that under-
pins the Government's revenue raising capacity.

» Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays.

Chart 2-1. A BALANCE SHEET PRESENTATION FOR THE FEDERAL GOVERNMENT

ASSETS/RESOURCES

Federal Assets

Financial Assets
Gold and Foreign Exchange
Other Monetary Assets
Mortgages and Other Loans
Less Expected Loan Losses
Other Financial Assets

Physical Assets
Fixed Reproducible Capital
Defense
Nondefense
Inventories
Non-reproducible Capital
Land
Mineral Rights

Resources/Receipts

Projected Receipts

Addendum: Real GDP Projections

National Assets/Resources

Federally Owned Physical Assets
State & Local Physical Assets
Federal Contribution
Privately Owned Physical Assets
Education Capital
Federal Contribution
R&D Capital
Federal Contribution

Federal
Governmental
Assets
and Liabilities
(Table 2-1)

Long-Run
Federal
Budget

Projections

(Table 2-2)

Change in Trust
Fund Balances

(Table 2-3)

National
Wealth
(Table 2-4)

Social
Indicators
(Table 2-5)

LIABILITIES/RESPONSIBILITIES

Federal Liabilities

Financial Liabilities
Currency and Bank Reserves
Debt Held by the Public
Miscellaneous
Guarantees and Insurance
Deposit Insurance
Pension Benefit Guarantees
Loan Guarantees
Other Insurance
Federal Pension Liabilities

Net Balance

Responsibilities/Outlays

Discretionary Outlays
Mandatory Outlays
Social Security
Health Programs
Other Programs
Net Interest

Deficit

National Needs/Conditions

Indicators of economic, social,
educational, and environmental
conditions to be used as a guide
to Government investment and
management.
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PART I—THE FEDERAL GOVERNM

Table 2-1 summarizes what the Government owes
as a result of its past operations along with the value
of what it owns, for a number of years beginning in
1960. The values of assets and liabilities are measured
in terms of constant FY 1996 dollars. For nearly all
of this period, Government liabilities have exceeded the
value of assets, but until the early 1980s the disparity
was relatively small, and it was only growing slowly
(see Chart 2-2).

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted
Federal asset values, but since then they have declined.
This temporary improvement highlights the importance
of the other tables in this presentation. What is good
for the Federal Government as an asset holder is not
necessarily favorable to the economy. The decline in

ENT'S ASSETS AND LIABILITIES

inflation in the early 1980s reversed the speculative
runup in gold and other commodity prices. That re-
duced the balance of Federal net assets, but it was
good for the economy.

The total real value of Federal assets is estimated
to be about 18 percent greater than it was in 1960.
Meanwhile, Federal liabilities have increased by almost
180 percent in real terms. The sharp decline in the
Federal net asset position in the 1980s was principally
due to large Federal budget deficits along with a drop
in asset values. Currently, the net excess of liabilities
over assets is about $3 trillion or $12,000 per capita.

Assets:

The assets in Table 2-1 reflect the most comprehen-
sive possible list of the financial and physical resources

Table 2-1 GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1996 dollars)

1960 1965 1970 1975 1980 1985 1990 1994 1995 1996
ASSETS
Financial Assets:
Gold and Foreign EXChange .........cccooevenencneineines 100 71 59 133 328 157 198 174 181 165
Other Monetary Assets ........... . i 112 68 43 82 52 68 69 70 87
Mortgages and Other Loans ...... § 124 159 206 206 284 348 282 224 196 171
less Expected Loan Losses. . -1 -3 -4 -9 -16 -16 -18 -26 =22 -22
Other Financial ASSELS .........ccovvrrierernerinenreeeenens 59 79 65 66 86 110 170 195 195 200
SUBLOTAL ..o 360 419 393 439 763 651 700 635 619 600
Physical Assets:
Fixed Reproducible Capital:
Defense 843 841 845 655 541 674 768 786 761 739
Nondefense 149 174 189 196 210 226 244 252 258 261
INVENLOTIES ..vvvvoernrreeseereriesesees et eesnens 257 222 207 184 225 257 224 174 172 168
Nonreproducible Capital:
89 123 153 238 302 325 321 242 240 239
Mineral Rights 321 297 245 340 618 696 465 367 342 376
SUBLOtAl oo 1,659 1,658 1,639 1,613 1,896 2,178 2,022 1,820 1,773 1,783
Total @SSELS ..vveevrrerrrererieereee e 2,018 2,077 2,032 2,052 2,659 2,829 2,722 2,455 2,392 2,383
LIABILITIES
Financial Liabilities:
Currency and Bank ReServes ... 224 246 272 277 279 295 352 430 437 446
Debt held by the PUDIC .......ccoovvvvverirrineiens 973 961 815 802 1,039 1,845 2,532 3219 3,302 3,347
MISCEIIANEOUS ... 25 27 28 41 59 84 126 112 117 120
SUBLOAl ..o 1,222 1,234 1,115 1,120 1,377 2,224 3,010 3,761 3,856 3,913
Insurance Liabilities:
DepOSIt INSUTANCE ....cuvvveeeireireiiineineissinsineinesenenies | erversienees | cvveveneineins | vvvsnsnsiens | cversenseenns 2 9 68 8 5 2
Pension Benefit Guarantee Corp. 42 30 42 41 31 19 13
Loan Guarantees 6 12 10 15 31 28 31
Other Insurance 20 26 16 19 17 16 16
SUBLOTA ..o 30 28 24 68 71 77 142 88 68 62
Federal Pension Liabilities 749 949 1,125 1,280 1,740 1,726 1,656 1,570 1,581 1,598
Total liabilities ... 2,001 2,211 2,264 2,468 3,187 4,028 4,809 5,420 5,505 5,572
Balance ... 17 -134 -232 -416 -528 -1,199 -2,086 -2,965 -3,113 -3,189
Per Capita (in 1996 dollars) . 95 -689 -1,130 -1,926 -2,313 -5,013 -8,324 | -11,344 | -11,805| -11,985
Ratio to GDP (in percent) ........oueeveeeens 0.7 4.2 -6.2 -9.8 -104 -20.2 -30.9 -40.2 -41.6 -41.6

*This table shows assets and liabilites for the Government as a whole, including the Federal Reserve System Therefore, it does not break out separately the assets held in Government accounts, such as social security, that
are the obligation of other Government agencies Estimates for FY 1995 are extrapolated in some cases Negative numbers are in parentheses.
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PERCENT OF GDP

Chart 2-2. NET FEDERAL LIABILITIES
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owned by the Federal Government. The list corresponds
to items that would appear on a typical balance sheet,
but it does not constitute an exhaustive catalogue of
Federal resources. In particular, the Government’'s most
important financial resource, its ability to tax, is not
reflected.

Financial Assets: According to the Federal Reserve
Board's Flow-of-Funds accounts, the Federal Govern-
ment's holdings of financial assets amounted to about
$600 billion at the end of 1996. Government-held mort-
gages and other loans (measured in constant dollars)
reached a peak in the mid—1980s. Since then, Federal
loans have declined. The holdings of mortgages, in par-
ticular, have declined sharply over the last five years
as the holdings acquired from failed Savings and Loan
institutions have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses and interest
subsidy on these loans is about $22 billion as of 1996.
These estimated losses are subtracted from the face
value of outstanding loans to obtain a better estimate
of their economic worth.

Over time, variations in the price of gold have ac-
counted for major swings in this category. Since the
end of Fiscal Year 1980, gold prices have fallen and
the real value of U.S. gold and foreign exchange hold-

ings has dropped by about 50 percent. Much of this
decline occurred before 1990; since then the decline has
continued but at a slower pace.

Reproducible Capital: The Federal Government is a
major investor in physical capital. Government-owned
stocks of fixed capital amounted to $1.0 trillion in 1996
(OMB estimate). About three-quarters of this capital
took the form of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings. Researchers in the private sector have esti-
mated what they are worth, and these estimates are
extrapolated in Table 2-1. Private land values are
about 20 percent lower than they were at the end of
the 1980s, although they have risen somewhat since
1993. It is assumed here that federal land has shared
in this decline. Oil prices have fluctuated but are lower
now than they were five years ago. The past year’s
increase in oil prices, however, has pulled up the value
of Federal mineral deposits.

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, prin-
cipally because of declines in the real prices of gold,
land, and minerals. Even so, the Government’s holdings
are vast. At the end of 1996, the value of Government
assets is estimated to have been about $2.4 trillion.
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Liabilities:

Only liabilities analogous to those of a business cor-
poration are shown in Table 2-1. These include the
various forms of Federal debt, Federal pension obliga-
tions to its workers, and an imputed liability for Fed-
eral insurance and loan guarantee programs. Other po-
tential claims on Federal financial resources are not
reflected.

Financial Liabilities: The Government’s financial li-
abilities amounted to about $3.9 trillion at the end
of 1996. The largest component was Federal debt held
by the public, amounting to over $3.3 trillion. This
measure of Federal debt is net of the holdings of the
Federal Reserve System, about $390 billion in 1996.
(Although independent in its policy deliberations, the
Federal Reserve is part of the Federal Government,
and its assets and liabilities are included here in the
Federal totals.) In addition to debt held by the public,
the Government's financial liabilities include approxi-
mately $450 billion in currency and bank reserves,
which are mainly obligations of the Federal Reserve
System, and about $120 billion in miscellaneous liabil-
ities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantee and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, initial cash
flows may be small or, if a fee is charged, they may
even be negative, but the risk of future outlays associ-
ated with such commitments can be much larger. In
the past, the accruing cost of such risks was not recog-
nized until after a loss was realized. Table 2—-1 includes

an estimate of the discounted present value of future
costs traceable to risks assumed through the end of
last year.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. As of 1996, the discounted
present value of the benefits is estimated to have been
around $1.6 trillion. 2

The Balance of Net Liabilities

Because its sovereign powers give it access to other
resources, the Government need not maintain a positive
balance of net assets, and the rapid in buildup in liabil-
ities since 1980 has not damaged the Federal credit-
worthiness. However, from 1980 to 1992, the balance
between Federal liabilities and Federal assets did dete-
riorate at a rapid rate. In 1980, the negative balance
was 10 percent of GDP. By 1992 it was 37 percent
of GDP. Since then it has increased only half as fast.
However, because the net liability did deteriorate, al-
beit slowly, it has reached about 42 percent of GDP.

The Government is able to finance its borrowing, and
often does so at quite moderate interest rates, but ever
continuing increases in the scale of its net liabilities
would be worrisome. Fortunately, the upward trend is
being reversed. Since 1992, the budget deficit has de-
clined by about two thirds, and the rate of increase
in Federal debt has slowed appreciably. If the budget
were balanced, as the Administration proposes, the rate
of decline in the net asset position would be reversed,
and even before the budget reached surplus, the ratio
of net liabilities to GDP would begin to decline.

PART II—THE BALANCE OF RESOURCES AND RESPONSIBILITIES

The data summarized in Table 2-1 are useful in
showing the consequences of past Government policies.
But Government's continuing commitments to provide
public services are not reflected there, nor can the Gov-
ernment's broader resources be displayed in a table
that is limited to the assets that it owns. A better
way to examine the balance between future Govern-
ment obligations and resources is by projecting the
overall budget. The budget offers the most comprehen-
sive measure of the Government’s financial burdens and
its resources. By projecting total receipts and outlays,
it is possible to examine whether there will be sufficient
resources to support all of the Government's ongoing
responsibilities.

This part of the presentation shows some alternative
long-run projections of the Federal budget that extend
into the middle of the next century. Forecasting the
economy and the budget over such a long period is
highly uncertain. Future budget outcomes depend on
a host of unknowns—constantly changing economic con-
ditions, unforeseen international developments, unex-
pected demographic shifts, the unpredictable forces of

2 These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not

technological advance, and unknown future political
preferences. Those uncertainties increase the further
ahead projections are pushed. Even so, long-run budget
projections are needed to assess the full implications
of current policy choices, and to sound warnings about
future problems that could be avoided by timely action.

The Federal Government's responsibilities extend
well beyond the five- or six-year window that has been
the focus of recent budget analysis and debate. There
is no time limit on Government’s constitutional respon-
sibilities, and programs like social security are clearly
expected to continue indefinitely.

It is evident even now that there will be mounting
challenges to the budget after the turn of the century.
The huge baby-boom generation born in the years after
World War Il is aging and will begin to retire around
the year 2005. By 2008, the first baby-boomers will
become eligible for social security. In the years that
follow there will be serious strains on the budget be-
cause of increased expenditures for both social security
and Medicare. Long-range projections can help indicate

included because estimates are unavailable. The 1996 liability is extrapolated from recent
trends.
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how serious these strains might become and what is
needed to withstand them.

The retirement of the baby-boomers dictates the tim-
ing of the problem, but the underlying cause is deeper.
The growth of the U.S. population has been slowing
down, and because of that, and because people are liv-
ing longer, a change is coming in the ratio of retirees
to workers. That change will speed up dramatically
when the baby-boomers begin to retire, but even after
they have passed from the scene later in the century,
the higher ratio of dependent elderly will persist. There
is in short a long-run problem facing the Nation's re-
tirement programs that will continue as long as Ameri-
cans continue to live longer in retirement and have
fewer offspring. The same problem is gripping other
developed nations, even those that never experienced
a baby boom—and, in fact, for some of those nations
the problem has already arrived.

The Long-Range Outlook for the Budget.—Since
this Administration first took office there have been
major changes in the long-run budget outlook. In Janu-
ary 1993, the deficit was clearly on an unsustainable
trajectory. Had the policies then in place continued un-
changed, the deficit would have steadily mounted, not
only in dollar terms, but relative to the size of the
economy.3 The Omnibus Budget Reconciliation Act of

30ver long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the

1993 (OBRA 1993) changed that. Not only did it reduce
the near-term deficit, but it also brought down the long-
term budget deficit. Subsequent budget action pulled
down the deficit even more. It is now expected that
current budget policies would be sufficient to maintain
the deficit as a relatively stable share of GDP for many
years to come (see Chart 2-3).

Despite this improvement, however, the long-run out-
look for the budget remains problematic. Without fur-
ther action, substantial increases in Federal debt and
the deficit are likely when the baby-boom generation
retires. For example, the 1994 report of the Bipartisan
Commission on Entitlement and Tax Reform found that
there is a “long-term imbalance between the govern-
ment’'s entitlement promises and the funds it will have
available to pay for them.” Last year, the Congressional
Budget Office in The Economic and Budget Outlook:
Fiscal Years 1997-2006 observed in reference to the
budgetary threat posed by the retirement of the baby-
boomers, “Those fiscal demands could produce
unsustainably high levels of federal debt unless addi-
tional actions are taken to control federal spending.”
On a narrower front, the annual Trustees' reports for
both the social security and Medicare trust funds have
for some time projected a long-run actuarial deficiency
for these programs.

value of a 1996 dollar by 60 percent by 2030, and by more than 75 percent by the year
2050. For long-run comparisons, it is much more useful to examine the ratio of the deficit
and other budget categories to the overall size of the economy as measured by GDP.

Chart 2-3. LONG RUN DEFICIT PROJECTIONS
PERCENT OF GDP
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Economic and Demographic Projections.—Long-
run budget projections must be based on a long-run
demographic and economic forecast, even though such
forecasts are highly uncertain and sure to be at least
partly wrong. Otherwise, it is impossible to form any
judgment about future resources or the potential claims
on them. The forecast used here extends the Adminis-
tration’s medium-term economic projections described
in the first chapter of this volume augmented by the
long-run demographic projections from the most recent
social security Trustees’ Report.

« Inflation, unemployment and interest rates are as-
sumed to hold stable at their values in the last
year of the Administration projections, 2007.

e Productivity growth is assumed to continue at a
constant rate equal to its average rate in the Ad-
ministration’s projections, approximately 1.1 per-
cent per year.

e In line with the most recent projections of the
social security Trustees, population growth is ex-
pected to slow over the next several decades. This
is consistent with recent trends in the birth rate
and an expected decline in the proportion of
women in their childbearing years. The slowdown
is expected to lower the rate of population growth
from about 1 percent per year to half that rate
by the year 2030.

» Labor force participation is also expected to de-
cline as the population ages and the proportion
of retirees in the population increases. Over the
next decade, however, the Administration is pro-
jecting a higher rate of labor force participation
than in the latest Trustees’ Report. That dif-
ference is preserved in the long-run projections
below.

* The real rate of economic growth is determined
by the expected growth of the labor force (assum-
ing a stable unemployment rate) plus labor pro-
ductivity growth. Because labor force growth is
expected to slow, even though productivity growth
is assumed to be constant, real GDP growth de-
clines during the period after 2007 from around
2%a percent to less than 1% percent per year.

The assumptions just described are consistent with
the Administration’s policy of balancing the budget. For
the long-run projections without a balanced budget, the
assumptions are revised slightly to reflect higher inter-
est rates and other changes that would occur if the
President’s proposals were not adopted. Aside from this
revision for the baseline projections, the economic pro-
jections are set by assumption and do not automatically
change in response to changes in the budget outlook.
This is unrealistic, but it simplifies comparisons of al-
ternative policies. It also tends to underestimate the
budgetary effects of policies that fail to stabilize the
deficit and the Federal debt. Such policies are likely
to lower saving, raise interest rates, and reduce eco-
nomic growth, creating a feedback effect that drives
the budget deficit higher and raises the level of debt
further. Thus, a more responsive (or dynamic) set of

assumptions would serve mainly to strengthen the con-
clusions based on the current approach.

The Deficit Outlook.— Chart 2-3 shows three alter-
native deficit projections: a projection based on the poli-
cies in place prior to enactment of OBRA 1993; the
current baseline projections which incorporate the ef-
fects of OBRA 1993 along with subsequent changes in
budget policy; and a projection that shows what would
happen to the long-run deficit if the proposals in the
current budget were adopted. The chart clearly illus-
trates the dramatic improvement in the deficit that
has already been achieved. Despite the improvement
in the outlook, serious long-run problems remain to
be addressed. Without further changes, the deficit is
expected to begin rising again relative to the size of
the economy. If unchecked, the growth in the deficit
would eventually push the debt to unsustainable levels.
However, if the budget were balanced early in the next
century, as the President proposes, the task of main-
taining fiscal stability when the demographic bulge hits
could be substantially reduced.

Table 2—-2 shows long-range projections for the major
categories of spending under current baseline assump-
tions and with the policy changes proposed in this
year’'s budget. The table shows that the entitlement
programs are the major driving force behind the rise
in the deficit in the long run. Social security benefits,
driven by the retirement of the baby-boom generation,
rise from 4.6 percent of GDP in 2000 to 6.4 percent
in 2030. The rise in Federal health care is even greater.
Together Medicare and Medicaid reach 4.1 percent of
GDP in 2000 along the current baseline, and then con-
tinue to rise to over 10 percent by the year 2030.

As this occurs, the deficit begins to soar. Initially,
the programmatic spending drives the increase, but
then a vicious spiral takes hold in which more borrow-
ing leads to higher Federal interest payments on the
growing debt which are financed in turn by yet more
borrowing. The spiral is unstable in that if it continued
unchecked it would lead to an unbounded increase in
the debt and the deficit. At some point, a financial
crisis would surely be triggered that would force some
type of action on the Federal Government, action that
was certain to be drastic and painful.

Because interest on the debt is the uncontrollable
consequence of past spending decisions, it is useful to
focus on the primary surplus or deficit, which is the
balance between revenues and non-interest outlays.
This measure is shown in Table 2-2 along with the
total, or unified surplus or deficit. The large and rapidly
growing deficit in the unified budget is the product
of a smaller and slower growing primary deficit. If the
imbalance in the primary budget could be controlled
over time, the larger imbalance in the unified budget
would automatically be resolved. The unsustainable spi-
ral of increasing deficits and debt can be avoided by
maintaining a small primary surplus. This is possible
even with a modest deficit in the unified budget. How-
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Table 2-2. ALTERNATIVE BUDGET PROJECTIONS
(Percent of GDP)

1995 2000 2005 2010 2020 2030 2040 2050

Current outlook without a balanced budget:
Receipts
Outlays ...........

Discretionary
Mandatory
Social security
Medicare and Medicaid ..

Net interest ......ccoevenenns
Surplus or deficit (<)

Primary surplus or deficit (-)
Federal debt held by the public

Presidential policy (balanced budget):
Receipts
Outlays ...

Discretionary

Mandatory .......
Social security ...........

Medicare and Medicaid ..

Net interest ..........ccoeeeuee.

Surplus or deficit (-)

Primary surplus or deficit (-)
Federal debt held by the public

189 190| 189 | 189 | 190 | 192 | 194 | 195
211 207| 202| 203 | 231| 276| 315| 359
7.6 6.5 5.9 54 4.7 4.2 3.7 33
103 | 113 11.8| 126| 157 | 186 | 199 | 207

..... 3.2 2.9 25 2:3 2.8 4.8 8.0 120
23| -16| -12| -14| 41| 84| -122| -165

0.9 12 12 09| -13| 36| 42| -45

50.1| 483 | 449 422 527 | 919 1521 | 227.4

189 | 191 190| 189 | 190 | 192 | 193 | 194

..... 211 201 186 181 191 211 | 221| 229
..... 7.6 6.2 54 4.8 4.2 37 33 2.9
..... 103 111 113 118 141 | 163 | 171 | 175

0.9 18 2.3 2.2 07 -09| -11| -1.0
50.1| 472| 37.7| 275| 158 214| 360 513

ever, the spiral is inevitable with a permanent primary
deficit, even a small one. 4

The long-run deficit outlook would be much improved
if current budget proposals were enacted. Eliminating
the deficit by 2002 would leave the budget in surplus
for nearly two decades thereafter. While deficits would
eventually reappear, they would be substantially lower
than if the budget were not balanced now. In this sense,
the current policy proposals would do much to place
the budget on a sounder footing to address the coming
fiscal pressures created by the retirement of the baby-
boom generation.

The key to these projections is the set of economic
assumptions which has already been discussed plus
technical assumptions about Medicare, Medicaid and
discretionary spending.

* The Medicare savings proposed in the budget are
assumed to lower Medicare spending permanently
relative to the current baseline. After 2007, the
policy projections assume that Medicare resumes
the same rate of growth as in the baseline projec-
tions, but starting from a much lower level that
reflects the impact of the Administration’'s pro-
posed savings. The baseline rate of growth after
2007 is taken from the latest reports of the Medi-
care Trustees, who assume a marked slowdown
in growth in the long term.

* The projections assume that the Administration’s
proposed cap for per capita Medicaid payments
is maintained indefinitely. Medicaid would con-
tinue to be an entitlement, and enrollment in the
program would be determined by general eligi-

4The exact relationship between fiscal sustainability and the primary surplus or deficit
depends on the relationship among the initial ratio of debt to GDP, interest rates, and
GDP growth. The higher the initial debt ratio or interest rates, or the lower GDP growth,
the larger the primary surplus necessary to avoid the unsustainable debt spiral.

bility requirements, but increases in the Federal
payments on a per person basis would be capped
by a formula.

* By convention, the current services estimates of
discretionary spending are assumed to rise with
the rate of inflation. This assumption, or any other
used for discretionary spending, is inherently arbi-
trary, because discretionary spending is deter-
mined annually through the legislative process,
and there is no legally binding formula to dictate
the pattern of future spending. The assumption
that the real value of Federal services is unchang-
ing> implies over long periods of time that the
size of the Federal establishment shrinks relative
to the size of the economy.

Other assumptions are possible, and one reason why
other analysts have come to varying conclusions is be-
cause of differences with one or more of these assump-
tions. For example, some assume that discretionary
spending will hold to a constant share of GDP in the
long run, even though that is not the current services
assumption used by OMB and CBO. Under this alter-
native assumption, discretionary spending would seem
neutral with respect to spending as a share of GDP.
In contrast, when discretionary spending is held con-
stant in real terms, as normally assumed by OMB,
discretionary spending shrinks as a share of GDP, and
consequently serves to offset some of the rise in entitle-
ment spending as a share of GDP that occurs for demo-
graphic reasons.

5This is an approximation. The real value of the services in terms of purchasing power
would be unchanged, but the quantity of services would depend on the productivity of
Federal workers. A significant portion of discretionary spending consists of Federal payroll
costs. In a period of moderately rising real wages, as assumed in the budget and in the
Trustees’ report, these costs would rise somewhat faster than inflation on a per employee
basis. Under these circumstances, holding Federal discretionary spending constant over
several decades would imply a significant decrease in the Federal work force and, unless
offset by productivity gains, in the volume of Federal services.
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The Medicaid cap is also a key assumption. Limiting
Federal Medicaid spending as a share of GDP would
reduce the pressure on the budget by several percent-
age points of GDP, compared with a long-run projection
in which Medicaid continues at its historical rate of
growth.

Various alternative economic and technical assump-
tions are discussed below:

Alternative Scenarios.—Each alternative focuses on
one of the key uncertainties in the outlook. Generally,
the scenarios highlight negative possibilities rather
than positive ones to show where the dangers are in
the outlook.

1. Discretionary Spending: The projections assume
that discretionary spending is held constant in real
terms once budget balance is reached. With real eco-
nomic growth and rising population, the public demand
for Government services—more national parks, better
transportation, additional Federal support for scientific
research—might increase as well. The assumption also
implies that the Nation’s defense needs will not vary
from the levels projected at the turn of the century.
Alternative assumptions that allow for these programs
to grow with population or overall economic activity
are shown in Chart 2-4. These alternative assumptions
worsen the deficit outlook.

2. Health Spending: Expenditures for Medicare and
Medicaid have grown much faster than other entitle-
ments, and even after the reforms in the President’s

budget, they continue to rise at a rapid rate. The alter-
native assumptions show what would happen if spend-
ing for these programs speeds up or slows down after
the budget is balanced. The budget is extremely sen-
sitive to these assumptions, as can be seen in Chart
2-5.

3. Productivity: The slowdown in productivity growth
in the U.S. economy that began in 1973 is responsible
for the slow rise in U.S. real incomes since that time.
Productivity can be altered by changes in the budget
deficit which affect national saving, but many other
factors influence it as well. The alternative scenarios
illustrate what would happen to the budget deficit if
productivity growth were higher or lower. A higher rate
of growth would make the task of preserving a balanced
budget dramatically easier; a lower growth rate would
have the opposite effect. Chart 2—-6 shows how the defi-
cit varies with changes of one-half percentage point
of average productivity growth.

4. Population: Much of the long-run problem is due
to expected demographic shifts. Chart 2—6 illustrates
how important these are by showing what happens to
the deficit under the alternative demographic assump-
tions used by the social security Trustees in their most
recent report. The projection of Presidential policy relies
on the Trustees’ intermediate assumptions.

Conclusion.—OBRA 1993 and subsequent policy ac-
tions have improved the long-run deficit outlook, but
the deficit is still projected to increase if further budget

Chart 2-4. ALTERNATIVE DISCRETIONARY SPENDING ASSUMPTIONS
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Chart 2-5. ALTERNATIVE HEALTH SPENDING ASSUMPTIONS

DEFICITS AS A PERCENT OF GDP
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Chart 2-6. ALTERNATIVE PRODUCTIVITIY ASSUMPTIONS

DEFICITS AS A PERCENT OF GDP
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Chart 2-7. ALTERNATIVE DEMOGRAPHIC ASSUMPTIONS
DEFICITS AS A PERCENT OF GDP
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offsets are not made. The President’'s budget proposals
would not only balance the budget by 2002, but go
some distance toward resolving the long-run deficit
problem as well.

Actuarial Balance in the Social Security and
Medicare Trust Funds.—The Trustees for the social
security and Hospital Insurance trust funds issue an-
nual reports that include projections of income and
outgo for these funds over a 75—year period. These pro-
jections are based on different methods and assump-
tions than the budget projections presented above, but
they deliver a similar message: the retirement of the
baby boom generation, coupled with high rates of health
care cost growth, are expected to place large pressures
on social security and Medicare, resulting in spending
increases that outstrip the resources of the trust funds
under current law.

The Trustees’ reports highlight the 75—year actuarial
balance of the trust funds as a summary measure of
their financial status. This indicator measures the
change in payroll taxes or program benefits, expressed
as a percent of taxable payroll, that would be needed
to leave the fund with a small positive balance at the
end of 75 years.

Table 2-3 shows the changes in the 75—year actuarial
balances of the social security and Hospital Insurance
trust funds since 1995. There was only a small change
in the consolidated balance for the combined OASDI
fund, which aggregates the separate funds set up for

retirement and disability insurance. There was a notice-
able deterioration in the Hospital Insurance fund for
the Medicare program. In 1996, the Trustees for the
Hospital Insurance Trust Fund projected that under
their intermediate assumptions, the HI Trust Fund
would be insolvent in 2002, one year earlier than pro-
jected in 1995. The Trustees are expected to revise the
projected exhaustion date for HI later this spring in
their 1997 Report. A significant change in the insol-
vency date is not expected. However, because the Trust-
ees’ analysis considers a wide range of uncertain devel-
opments, including additional experience in the current
fiscal year, new analyses of factors affecting HI benefit
growth during fiscal years 1991-1996, updated projec-
tions of HI payroll tax income, and possible revisions
to interest rate expectations, it is not possible to predict
the new exhaustion date prior to the Report's comple-
tion exactly. Furthermore, the Trustees’ estimates do
not take account of the legislative changes in Medicare
proposed in this budget that wuuld postpone the date
at which the trust fund is expected to be depleted.
While the HI fund is projected to be depleted within
a few years in the intermediate actuarial projections,
the combined OASDI fund would not be depleted for
more than three decades.

The 75—year actuarial balance is widely reported, but
it does not provide information about trends within the
75—year period. The social security trust fund, for exam-
ple, is currently running large annual surpluses. Until
2012, the Trustees project that the current payroll tax
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will be sufficient to cover program benefits. Afterwards,
the program must draw down trust fund assets to fi-
nance benefits, until the fund is exhausted in 2029.
If the payroll tax were raised today by the 2.2 percent-
age points necessary to eliminate the 75-year imbal-
ance, the higher trust fund income would only cover
outlays in the program until 2021, according to the

Trustees’ intermediate projections. Beyond that point,
trust fund assets would once again have to be drawn
down to finance benefits. At the end of 75 years, the
fund would have only enough assets to finance the fol-
lowing year’s benefits, and would face exhaustion short-
ly thereafter.

Table 2-3.  CHANGE IN 75-YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(INTERMEDIATE ASSUMPTIONS)

(As a percent of taxable payroll)

Actuarial balance in 1995 REPOIT .......c.vveveerernreernrirerneieineens

Changes in balance due to changes in:

Valuation PEriod ........c.eeeeeeenieernrieeereeseesseesssi s

Economic and demographic assumptions ...
Disability ASSUMPLONS ....c.ovvvuevrricircireinnes
Legislation .........cccoenen.
Methods ..........
Hospital Costs

[T OO RT

Total ChANGES ..o
Actuarial balance in 1996 RePOrt .........cccccoovnereuneereniniinenininns

PART III—NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects by State or local govern-
ments for highways and other purposes. Such invest-
ments are valuable to the public, which pays for them
with taxes, but they are not owned by the Federal
Government and would not be reported on a conven-
tional balance sheet.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are in that sense
analogous to an investment in physical capital. Indeed,
economists have computed stocks of human and knowl-
edge capital to reflect the accumulation of such invest-
ments. Nonetheless, these capital stocks are not owned
by the Federal Government, nor would they usually
appear on a balance sheet.

Table 2-4 presents a national balance sheet. It in-
cludes estimates of national wealth classified in three
categories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these categories, and these contribu-
tions are also shown in the table. Data in this table
are especially uncertain, and detailed assumptions are
needed to prepare the estimates. Furthermore, the prin-
cipal source of data on physical capital, the Bureau
of Economic Analysis, is in the process of making sig-
nificant revisions to the underlying series. As a result,
the estimates for 1995-1996 are quite tentative, and

the data shown for earlier years are likely to be revised
as well. In broad terms, however, the picture shown
in Table 2—4 is not likely to be overturned.

Federal investments are responsible for about 7%z
percent of total national wealth. This is a small frac-
tion, but it represents a large volume of investment,
$4.3 trillion. The Federal contribution is down from
around 8 percent at the end of the 1980s, and from
over 12 percent in 1960. Much of this reflects the
shrinking size of the defense capital stocks, which have
gone down from 12 percent of GDP to 10 percent in
the last few years. Chart 2-7 illustrates the relative
contributions of different categories of wealth to the
national total.

Physical Assets

Physical assets in Table 2—4 include stocks of plant
and equipment, office buildings, residential structures,
land, and government’'s physical assets such as military
hardware, office buildings, and highways. Automobiles
and consumer appliances are also included in this cat-
egory. The total amount of such capital is vast, amount-
ing to around $27 trillion in 1996; by comparison, GDP
was only about $7%2 trillion.

The Federal Government’'s contribution to this stock
of capital includes its own physical assets plus $0.6
trillion in accumulated grants to State and local govern-
ments for capital projects. The Federal Government has
financed about one-quarter of the physical capital held
by other levels of government.
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Table 2-4 NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 1996 dollars)

1960 1965 1970 1975 1980 1985 1990 1994 1995 1996
ASSETS
Publicly Owned Physical Assets:

Structures and EQUIPMENt ..o, 2.0 24 2.9 34 37 37 39 41 4.2 4.2

Federally Owned or Financed 11 12 13 1.2 12 14 1.6 1.6 1.6 1.6
Federally Owned ........ccccoovrrvivinrnnnns 1.0 1.0 1.0 0.9 0.8 0.9 1.0 1.0 1.0 1.0
Grants to State & Local Governments . 0.1 0.2 0.3 0.4 0.5 0.5 0.6 0.6 0.6 0.6
Funded by State & Local Governments .... 0.9 12 1.6 2.2 25 2.3 2.3 25 2.6 2.6
Other Federal ASSELS ... 0.8 0.7 0.7 0.9 15 14 11 0.9 0.9 0.9
SUDLOLAL oo 2.8 3.0 35 4.3 5.2 5.1 5.1 5.0 5.0 5.1

Privately Owned Physical Assets:

Reproducible ASSELS .......ccocuiirieneireiineierineieiineis 55 6.4 8.0 10.4 13.2 13.9 15.3 16.1 16.6 17.1
Residential Structures ................ 2.0 2.3 2.8 37 49 5.0 55 6.0 6.2 6.4
Nonresidential Plant & Equipment . 2.0 2.3 3.0 4.1 51 5.7 6.1 6.3 6.4 6.6
INVENLOMES vvvevieiciececeiereee s 0.7 0.8 0.9 11 14 1.3 13 1.3 13 13
Consumer DUrableS .......cccoerveererererneineineineines 0.9 1.0 13 15 1.8 1.9 24 2.6 2.7 2.7

LANG oot 2.0 2.3 2.7 35 5.2 6.0 6.0 45 45 45

SUBLOtAL oo 7.5 8.7 10.7 13.8 18.5 19.8 21.3 20.7 21.1 216
Education Capital:
Federally Financed ... 0.1 0.1 0.2 0.3 0.4 0.6 0.7 0.8 0.9 0.9
Financed from Other SOUrCeS ........cocvevvrercrrcrennee 6.2 8.1 10.8 12.5 15.3 18.4 234 26.3 27.3 28.2
Subtotal 6.3 8.2 11.0 12.9 15.7 19.0 24.1 21.2 28.1 29.1
Research and Developmen
Federally Financed R&D 0.2 0.3 0.5 0.5 0.6 0.6 0.8 0.8 0.9 0.9
R&D Financed from Other SOUrCES .......cccocvevreuenee 0.1 0.2 0.3 0.4 0.4 0.6 0.8 1.0 1.0 11
SUBLOLAl oo 0.3 0.5 0.7 0.9 1.0 13 1.6 18 19 1.9
Total ASSELS ... 16.8 20.4 25.9 318 40.4 452 52.1 54.7 56.2 57.7
LIABILITIES
Net Claims of Foreigners on U.S. ......ccccoenininennee 0.2) 0.2) 0.2) 0.2) (0.5) 0.2) 0.3 0.7 0.9 11
Balance ... 17.0 20.7 26.2 320 40.9 45.4 51.8 53.9 55.3 56.7
Per Capita (thousands, 1996 dollars) 94.0 106.4 127.7 148.3 179.0 189.8 206.5 206.3 209.6 213.0
ADDENDA:
Total Federally Funded Capital. . 2.1 2.3 2.6 3.0 3.7 41 4.2 4.2 4.2 43
Percent of National Wealth ............cccooeverniriinens 12.3 11.2 10.1 9.3 9.0 8.9 8.1 7.8 7.6 7.5

Education Capital

Economists have developed the concept of human cap-
ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-
ment in education is a good example of how human
capital is accumulated.

Table 2—4 shows an estimate of the stock of capital
formed by the Nation’s investment in education. The
estimate is based on the cost of replacing the years
of schooling embodied in the U.S. population aged 16
and over. The idea is to measure how much it would
cost to reeducate the U.S. workforce at today’s prices.
The replacement value of education (as opposed to its
original costs) is more meaningful economically, and
is comparable to the measures of physical capital pre-
sented earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude of the current value
of the investment in education. According to this meas-
ure, the stock of education capital amounted to $29
trillion in 1996 of which about 3 percent was financed
by the Federal Government. It exceeds the total value

of the Nation’s stock of physical capital. The main in-
vestors in education capital have been State and local
governments, parents, and students themselves who
forego earning opportunities to acquire education.

There are even broader concepts of human capital.
Not all useful training occurs in a schoolroom or in
formal training programs at work. Much informal learn-
ing occurs within families or on the job, but measuring
its value is very difficult. Labor compensation amounts
to about two thirds of national income. Therefore, it
is conceivable that the total value of human capital
might be two to three times as large as the estimated
value of physical capital. The estimates offered here
are in a sense conservative, because they reflect only
the costs of acquiring formal education and training.

Research and Development Capital

Research and development can also be thought of
as an investment, because R&D represents a current
expenditure that is made in the expectation of earning
a future return. After adjusting for depreciation, the
flow of R&D investment can be added up to provide
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an estimate of the current R&D stock.® That stock
is estimated to have been about $1.9 trillion in 1996.
Although this is a large amount of research, it is a
relatively small portion of total National wealth. About
half of this stock was funded by the Federal Govern-
ment.

Liabilities:

When considering how much the United States owes
as a Nation, the debts that Americans owe to one an-
other cancel out. They do not belong in Table 2-4;
but they are important. An unwise buildup in debt,
most of which was owed to other Americans, was partly
responsible for the sluggishness of the recovery from
the 1990-1991 recession in its early stages. The only
debt that appears in Table 2—4 is the debt that Ameri-
cans owe to foreign investors. America’'s foreign debt
has been increasing rapidly in recent years, because
of the continuing imbalance in the U.S. current account;
but even so the size of this debt is small compared
with the total stock of U.S. assets. It amounted to
slightly less than 2 percent of total U.S. wealth in
1996.

Most of the Federal debt held by the public is owned
by Americans, so it does not appear in Table 2—4. Only
that portion of the Federal debt held by foreigners is
reflected. However, comparing the Federal Govern-
ment's net liabilities with total national wealth gives
another indication of the relative magnitude of the im-
balance in the Government's accounts. Currently, the
Federal net asset imbalance, as estimated in Table 2-1,
amounts to less than 6 percent of total U.S. wealth,
as shown in Table 2—4.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 1996 was about $57 trillion. Since 1980 it has
increased in real terms at an annual rate of 2.0 percent
per year—Iless than half the 4.5 percent rate it averaged
from 1960 to 1980. Public capital formation slowed
down markedly between the two periods. The real value
of the net stock of publicly owned physical capital was
actually lower in 1996 than in 1980—$5.1 trillion ver-
sus $5.2 trillion in the earlier year. Since 1980, Federal
grants to State and local governments for capital
projects have grown less rapidly, while capital funded
directly by State and local governments has grown at
an average rate of only 0.4 percent per year.

Private capital formation in physical assets has also
grown more slowly since 1980. The net stock of nonresi-
dential plant and equipment grew 1.6 percent per year
from 1980 to 1996, compared with 4.9 percent in the
1960s and 1970s, and the stock of business inventories
actually declined. Overall, the stock of privately owned
physical capital grew at an average rate of just 1.0
percent per year between 1980 and 1996. Economists
might discuss whether slower growth in net private
business investment is caused by a shift toward invest-

6R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time which leads to movement in the technological
frontier.

ment in more efficient but shorter-lived computers, and
whether the decline in inventories really reflects a more
efficient use of them.

The accumulation of education capital, as measured
here, also slowed down in the 1980s, but not nearly
as much. It grew at an average rate of 4.7 percent
per year in the 1960s and 1970s, about the same as
the average rate of growth in private physical capital
during the same period. Since 1980, education capital
has grown at a 3.9 percent annual rate. This reflects
the extra resources devoted to schooling in this period,
and the fact that such resources were rising in relative
value. R&D stocks have grown at about the same rate
as education capital since 1980.

Other Federal Influences on Economic Growth

Many Federal policies have contributed to the slow-
down in capital formation that occurred after 1980.
Federal investment policies obviously were important,
but the Federal Government also contributes to wealth
in ways that cannot be easily captured in a formal
presentation. Monetary and fiscal policies affect the
rate and direction of capital formation. Regulatory and
tax policies affect how capital is invested, as do the
Federal Government’s credit assistance policies.

One important channel of influence is the Federal
budget deficit, which determines the size of the Federal
Government's borrowing requirements. Smaller deficits
in the 1980s would have resulted in a smaller gap
between Federal liabilities and assets than is shown
in Table 2-1. It is also likely that, had the more than
$3 trillion in added Federal debt since 1980 been avoid-
ed, a significant share of these funds would have gone
into private investment. National wealth might have
been 2 to 4 percent larger in 1996 had fiscal policy
avoided the buildup in the debt.

Social Indicators

There are certain broad responsibilities that are
unique to the Federal Government. Especially impor-
tant are the Government’s role in fostering healthy eco-
nomic conditions, promoting health and social welfare,
and protecting the environment. Table 2-5 offers a
rough cut of information that can be useful in assessing
how well the Federal Government has been doing in
promoting these general objectives.

The indicators shown here are only a limited subset
drawn from the vast array of available data on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.

The individual measures in this table are influenced
in varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government's control. They are not outcome indicators,
because they do not measure the direct results of Gov-
ernment activities, but they do provide a quantitative
measure of the progress or lack of progress in reaching
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Table 2-5.  ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960
Economic:
Living Standards ........... Real GDP per person (1992 dollars) 12,512
Average annual percent change 0.4
Median income (1994 dollars):
All NOUSENOIAS ...ttt 26,598
Married couple families .. 27,796
Female householder, no husband present .. 14,047
Income share of middle three quintiles (%) 54.0
POVEItY 1At (%) 1 .ottt 22.2
Economic security ........ Economic security inflation and unemployment:
Civilian unemployment (%) ......c.ccoveerermererrneeeernersrereesseeereneens 5.5
CPI-U (year over year % change) . 1.7
Employment prospects | Increase in total payroll employment (millions) ... -0.5
Managerial or professional jobs (% of civilian employment) NA
Wealth creation ............ Net national saving rate (% of NNP) ... 10.1
Innovation ..o Patents issued to U.S. residents (thous.) .........ccccervevrievnniernennns 42.0
Multifactor productivity (average annual percent change) ........... 11
Social:
Families .....ccccoevenninee Children living with a single parent (% of all children) 9.2
Safe communities ......... Violent crime rate (per 100,000 population)?2 ....... 160
Murder rate (per 100,000 population) ..........c....... 5
Juvenile crime (murders per 100,000 persons age 14-17) .. NA
Health and illness ........ Infant mortality (per 1,000 live births) .............. 26.0
Low birthweight (<2,500 gms) babies (%) 77
Life expectancy at birth (years) 69.7
Cigarette smokers (% population 18 and oover) NA
Bed disability days (average days per person) ........ 6.0
Leamning ... High school graduates (% of population 25 and older) 44.6
College graduates (% of population 25 and older) ...........ccc....... 8.4
National assessment of educational progress 3.
Mathematics NA
Science NA
Participation .........c....... Voting for President (% eligible population) 62.8
Voting for Congress (% of eligible population) .... 58.5
Individual charitable giving per capita (1996 dollars) ... 205
Environment:
Air quality ..o Population living in counties with ozone levels exceeding the
standard (MIlIONS) ..o s NA
Water quality ... Population served by secondary treatment or better (millions) ... NA

1965 1970 1975 1980 1985 1990 1991 1992 1993 1994 1995 1996
14,792| 16,521| 17,896| 20,252| 22,345| 24,559 24,058| 24,447| 24,738| 25,352| 25,630| 25,998
34 2.2 16 25 2.0 19| -20 16 12 25 11 14
31,001] 36,410| 37,202| 38,930| 39,283| 41,223| 40,214| 39,727| 38,980| 39,881| 40,611 NA
32,375| 38,805 40,315 42,852| 44,049| 46,519| 45,871| 45,503| 45,356| 46,223| 47,062 NA
15,738 18,793| 18,559 19,272| 19,346 19,742( 18,677| 18,493| 18,397 18,753| 19,691 NA
539 53.6| 535/ 534 520f 512 514 510| 439| 49.0| 491 NA
17.3| 126 123 13.0{ 140 135 142 148 151 145/ 138 NA
45 4.9 8.5 7.1 7.2 55 6.7 74 6.8 6.1 5.6 54
1.6 57 9.1 135 3.6 54 42 3.0 3.0 2.6 28 3.0
29 -05 0.4 0.2 25 03 -08 11 2.8 3.8 22 2.6
NA NA NA NA[ 241f 258 26.3| 26.2| 268| 275 283| 288
12.0 8.3 6.0 6.4 54 3.7 3.6 24 25 34 45 54
53.6| 50.1| 514 408 433| 528/ 577 587 611| 642 645 NA
3.2 11 13 0.7 0.6 03[ -1.0 15 0.5 0.7 NA NA
10.2| 116 16.4| 186| 20.2| 21.6| 224 228 233 231 240 NA
199 364| 482| 597 557 732 758| 758 747 714| 685 650
5 8 10 10 8 9 10 9 10 9 8 8

NA NA NA 9 7 16 18 17 19 19 NA NA
247 200{ 161 126 10.6 9.2 8.9 8.5 8.4 7.9 7.6 NA
8.3 79 74 6.8 6.8 7.0 71 71 72 73 NA NA
70.2| 70.8 726 73.7| 747\ 754 755 758 755 757 NA NA
4241 395 36.4| 332| 301| 255| 256| 265 25.0 NA NA NA
6.2 6.1 6.6 7.0 6.1 6.2 6.5 6.3 6.7 6.2 NA NA
49.0[ 552 625/ 686| 739| 776| 784| 794| 802 809 817 NA
94| 110 139] 170 194| 213| 214| 214 219 222| 230 NA
NA NA|  304| 298] 302 305 NA| 307 NA| 306 NA NA
NA[ 305 296| 283| 288 290 NA[ 296 NA[ 294 NA NA
NA NA NA[  52.6 NA NA NA| 552 NA NA NA 49
NA[ 435 NA[ 474 NA[ 331 NA| 508 NA[  36.0 NA NA
246 295 313 341 359 438 438 429 426 427 NA NA
NA NA NA NA 76 63 70 43 51 50 71 NA
NA NA NA NA[ 134 155 157 159 162 164 166 168

1The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.
2Not all crimes are reported, and the fraction that go unreported may have varied over time.
3Data shown for the National Education assessment are preliminary.

some of the ultimate values that government policy is
intended to promote. Such a table can serve two func-
tions. First, it highlights areas where the Federal Gov-
ernment might need to modify its current practices or
consider new approaches; where there are clear signs
of deteriorating conditions, corrective action might be
appropriate. Second, the table provides a context for
evaluating other data on Government activities; for ex-
ample, Government actions that weaken its own finan-
cial position may be appropriate when they promote
a broader social objective.

For example, during economic recessions, reductions
in tax collections lead to increased government borrow-
ing that adds to Federal liabilities. This decline in Fed-
eral net assets, however, provides an automatic sta-
bilizer for the private sector. State and local govern-
ments and private budgets are strengthened by allow-
ing the Federal budget to go deeper into deficit. More
stringent Federal budgetary controls could be used to
hold down Federal borrowing during such periods, but

only at the risk of aggravating the downturn and weak-
ening the other sectors.

The Government cannot avoid making such trade-
offs because of its size and the broad ranging effects
of its actions. Monitoring these effects and incorporat-
ing them in the Government’s policy making is a major
challenge.

An Interactive Analytical Framework

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented above offers one useful way to examine the fi-
nancial aspects of Federal policies. Increased Federal
support for investment, the reduction in Federal ab-
sorption of saving through deficit reduction, and other
Administration policies to enhance economic growth are
expected to promote national wealth and improve the
future financial condition of the Federal Government
and the Nation as a whole. As that occurs, the efforts
will be clearly revealed in these tables.
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TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets

Financial Assets: The source of data is the Federal
Reserve Board's Flow-of-Funds Accounts. Two adjust-
ments were made to this data. First, U.S. Government
holdings of financial assets were consolidated with the
holdings of the monetary authority, i.e., the Federal
Reserve System. Second, the gold stock, which is valued
in the Flow-of-Funds at a constant historical price, is
revalued using the market value for gold.

Physical Assets

Fixed Reproducible Capital: Estimates were devel-
oped from the OMB historical data base for physical
capital outlays. The data base extends back to 1940
and was supplemented by data from other selected
sources for 1915-1939. The source data are in current
dollars. To estimate investment flows in constant dol-
lars, it is necessary to deflate the nominal investment
series. This was done using price deflators for Federal
purchases of durables and structures from the National
Income and Product Accounts. These price deflators are
available going back as far as 1930. For earlier years,
deflators were based on historical statistics for constant
price public capital formation. The capital stock series
were adjusted for depreciation on a straight-line basis,
assuming useful lives of 46 years for water and power
projects; 40 years for other direct Federal construction;
and 16 years for major nondefense equipment and for
defense procurement.

Fixed Nonreproducible Capital: Historical estimates
for 1960-1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, “Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947-1985,” published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989).

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and in the Producer Price Index for Crude Energy Ma-
terials. The Bureau of Economic Analysis is in the proc-
ess of preparing satellite accounts to accompany the
National Income and Product Accounts that will report
on changes in mineral deposits for the Nation as a
whole, but this work is not yet completed.

Liabilities

Financial Liabilities: The principal source of data is
the Federal Reserve’s Flow-of-Funds Accounts.

Contingent Liabilities: Sources of data are the OMB
Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on contingent liabilities
for deposit insurance were also drawn from the Con-
gressional Budget Office’'s study, The Economic Effects
of the Savings and Loan Crisis, issued January 1992.

Pension Liabilities: For 1979-1995, the estimates are
the actuarial accrued liabilities as reported in the an-

nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are not actuarial;
they are extrapolations. The estimate for 1996 is a pro-
jection.

Long-Run Budget Projections

The long-run budget projections are based on long-
run demographic and economic projections. A spread-
sheet model of the Federal budget developed at OMB
computes the budgetary implications of this forecast.

Demographic and Economic Projections: For the years
1997-2007, the assumptions are identical to those used
in the budget. As always, these budget assumptions
reflect the President’s policy proposals, in this case that
the budget be balanced. The long-run projections extend
these budget assumptions by holding constant inflation,
interest rates, and unemployment at the levels assumed
in the final year of the budget. Population growth and
labor force participation are extended using the inter-
mediate assumptions from the 1996 social security
Trustees’ report. The projected rate of growth for real
GDP is built up from the labor force assumptions and
an assumed rate of productivity growth. The assumed
rate of productivity growth is held constant at the aver-
age rate of growth implied by the budget's economic
assumptions. The economic assumptions used for the
current services projections subtract the “fiscal divi-
dend” from interest rates, profits, and dividends.

Budget Projections: For the budget period, the projec-
tions follow the budget. Beyond the budget horizon,
receipts are projected using simple rules of thumb link-
ing income taxes, payroll taxes, excise taxes, and other
receipts to projected tax bases derived from the eco-
nomic forecast. Outlays are computed in different ways.
Discretionary spending grows at the rate of inflation.
Social security, Medicare, and Federal pensions are pro-
jected using the most recent actuarial forecasts avail-
able at the time the budget was prepared (June 1996
for social security). These projections are repriced using
Administration inflation and wage growth assumptions.
Other entitlement programs are projected based on
rules of thumb linking program spending to elements
of the economic and demographic forecast such as the
poverty rate.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the investment flows described in Chapter 6 of this
volume. Federal grants for State and local government
capital were added together with adjustments for infla-
tion and depreciation in the same way as described
above for direct Federal investment. Data for total
State and local government capital come from the
unrevised capital stock data prepared by the Bureau
of Economic Analysis.
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Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheet. Estimates for
1995-1996 were based on investment data from the
National Income and Product Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ foregone earnings, i.e., it reflects
the opportunity cost of education.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions and for
research and development conducted at colleges and
universities because these outlays are classified else-
where as investment in physical capital and investment
in R&D capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
“Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,” Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of

R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the outstanding balance for applied research
and development. Basic research is assumed not to de-
preciate. Chapter 6 of this volume contains additional
details on the estimates of the total federally financed
R&D stock, as well as its national defense and non-
defense components.

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
based on data from the National Science Foundation,
Surveys of Science Resources. The industry-financed
R&D stock component is from that source and from
the U.S. Department of Labor, The Impact of Research
and Development on Productivity Growth, Bulletin
2331, September 1989.

Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in “a Satellite Account for Research and Devel-
opment,” Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2-3 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-
ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators

The main sources for the data in this table are the
Government statistical agencies. Generally, the data
are publicly available in the President’'s annual Eco-
nomic Report and the Statistical Abstract of the United
States.
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3. FEDERAL RECEIPTS

Receipts (budget and off-budget) are taxes and other
collections from the public that result from the exercise
of the Government’s sovereign or governmental powers.
The difference between receipts and outlays determines
the surplus or deficit.

Growth in receipts.—Total receipts in 1998 are esti-
mated to be $1,566.8 billion, an increase of $61.4 billion
or 4.1 percent relative to 1997. This increase is largely

due to assumed increases in incomes resulting from
both real economic growth and inflation. Receipts are
projected to grow at an average annual rate of 4.9
percent between 1998 and 2002, rising to $1896.7 bil-
lion.

As a share of GDP, receipts are projected to remain
fairly constant, declining from 19.1 percent in 1998 to
19.0 percent in 2002.

Table 3-1. RECEIPTS BY SOURCE—SUMMARY
(In billions of dollars)
Estimate
Source 1996 actual
1997 1998 1999 2000 2001 2002

Individual income taxes 656.4 672.7 691.2 721.6 755.6 795.2 839.8

Corporation inCOME taxes ...........coerveren. 171.8 176.2 189.7 199.6 212.0 220.5 227.8

Social insurance taxes and contributions ... 509.4 535.8 557.8 585.2 614.4 642.2 673.1

(ON-budget) ......occvvvvrrrereriirieris (141.9) (146.9) (152.8) (160.0) (167.5) (174.5) (183.2)

(Off-budget) .. (367.5) (388.9) (404.9) (425.2) (446.9) (467.6) (489.9)

Excise taxes ......... 54.0 57.2 61.2 64.5 64.9 66.2 67.4

Estate and gift taxes 17.2 17.6 18.8 20.0 21.4 22.9 24.6

Customs duties ............ 18.7 17.3 18.3 18.5 19.6 20.5 22.0

Miscellaneous receipts 255 28.6 29.8 34.0 394 40.8 42.0

TOtAl FECEIPLS ...vvvvvervrrirciicriees s 1,453.1 1,505.4 1,566.8 1,643.3 1,727.3 1,808.3 1,896.7

(On-budget) (1,085.6) (1,116.5) (1,161.9) (1,218.1) (1,280.4) (1,340.7) (1,406.8)

(Off-budget) (367.5) (388.9) (1404.9) (425.2) (446.9) (467.6) (489.9)

Table 3-2. CHANGES IN RECEIPTS
(In billions of dollars)
Estimate

1997 1998 1999 2000 2001 2002

Receipts under tax rates and structure in effect January 1, 19971 ... 1,503.8 1,572.4 1,639.7 1,722.5 1,801.4 1,884.7
Social security (OASDI) taxable earnings base increases:.

$65,400 to $68,700 on Jan. 1, 1998 14 38 42 4.6 5.1
$68,700 t0 $71,400 0N JaN. 1, 1999 ..o | e | e 11 31 34 38
$71,400 t0 $74,100 0N JaN. 1, 2000 ...ocoumrvvermmireerineeeesineseessseessssssesssssessesessssessssssesssssssesssssensesnns | sesnenessiinns | svesinnnesens | eeeennessenins 12 31 34
$74,100 t0 $76,800 0N JAN. 1, 2001 ....coovvvueimiieiriieeineieeieeseieesesiess et essssse st snsenenins | eennsinnnnnnins | e | e | e 1.2 32
$76,800 t0 $79,800 0N JaN. 1, 2002 .....orveermrreerineriesineeressseesesssesesssessssssessessssssssssessssesesssnnns | seinnnnsssinnns | sennenssinns | v | evennessins | eesesnneseennns 13
Proposals 2 16 -7.0 -14 =37 -55 -4.9
Total, receipts under existing and proposed legiSIation ... 1,505.4 1,566.8 1,643.3 1,727.3 1,808.3 1,896.7

1These estimates assume a social security taxable earnings base of $65,400 through 2002.
2Net of income offsets.
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ENACTED LEGISLATION

Several laws were enacted in 1996 that have an effect
on governmental receipts. The major legislative changes
affecting receipts are described below.

Tax Benefits for Members of the Armed Forces
Performing Peacekeeping Services in Bosnia and
Hercegovina, Croatia, and Macedonia.—Current
law provides various forms of tax relief to military per-
sonnel serving in combat zones. Under this Act that
relief is extended to military personnel serving in and
around the former republic of Yugoslavia. Such tax re-
lief includes the exclusion from income of all of the
military pay of enlisted personnel and part of the pay
of officers serving in the former republic of Yugoslavia,
and the extension of filing and payment deadlines. The
Act also extends for three years, through September
30, 2003, the Internal Revenue Service's (IRS’) author-
ity to charge fees for written responses to questions
from individuals, corporations, and organizations relat-
ing to their tax status or the effects of particular trans-
actions for tax purposes. These fees were scheduled
to expire effective with requests made after September
30, 2000.

Taxpayer Bill of Rights 2.—This Act contains a
number of provisions that provide taxpayers with in-
creased protection in their dealings with the IRS. Tax-
payer protection provisions include the establishment
of a taxpayer advocate within IRS; modification of in-
stallment agreement provisions when agreements are
terminated; expansion of IRS’ authority to abate inter-
est, and to award costs and certain fees in taxpayer
disputes; and relief from retroactive regulations. To off-
set the receipt losses associated with these provisions,
changes are provided in the “failure to pay” penalty
assessed against taxpayers who fail to file a tax return
and penalties are imposed on tax-exempt organizations
under certain circumstances.

Personal Responsibility and Work Opportunity
Reconciliation Act.—This Act provides an historic op-
portunity to transform our broken welfare system in
a manner that promotes work, responsibility, and dig-
nity. The major provisions of the Act that affect receipts
include changes designed to improve earned income tax
credit (EITC) compliance and to target EITC benefits
to needy working families. These provisions, which are
generally effective for taxable years beginning after De-
cember 31, 1995, are described below.

Deny EITC to individuals not authorized to be em-
ployed in the United States.—Individuals who do not
have proper documentation for employment purposes
are not eligible to claim the EITC.

Allow the IRS to use mathematical error procedures
for certain EITC-related errors.—The IRS is permitted
to use mathematical error procedures to deny claims
for the EITC if a correct taxpayer identification number
is not provided. The IRS can also use mathematical
error procedures to impose the proper amount of self-

employment tax if it is not paid on net self-employment
earnings used to claim the credit.

Modify the definition of adjusted gross income (AGI)
for phasing out the EITC.—The definition of AGI used
for phasing out the credit is modified by disregarding
net capital losses, net losses from trusts and estates,
net losses from royalties, and 50 percent of net losses
from businesses and rents.

Expand the definition of disqualified income for pur-
poses of determining eligibility for the EITC.—Under
prior law, taxpayers with more than $2,350 in taxable
investment income were disqualifed from claiming the
EITC. This Act lowers the limit to $2,200 and expands
the definition of investment income to include capital
gain net income and net passive income. The threshold
is indexed for inflation beginning in 1997.

Health Insurance Portability and Accountability
Act.—This Act, which represents an important step to-
ward strengthening the health security of the American
people, improves the portability of health insurance and
makes a number of changes designed to simplify the
administration of health insurance and to reduce waste,
fraud, and abuse in health insurance and health care
delivery. A number of tax incentives, which are offset
by revenue increases, are also provided. The major
changes that affect receipts are described below.

Increase deductibility of health insurance premiums
for self-employed individuals.—The 30-percent deduc-
tion for health insurance expenses of self-employed indi-
viduals and their dependents is increased to 40 percent
in 1997, 45 percent in 1998, 50 percent in 2003, 60
percent in 2004, 70 percent in 2005 and 80 percent
in 2006 and later years.

Establish a four-year medical savings account (MSA)
demonstration project.—Beginning January 1, 1997,
MSAs are available to individuals who are covered by
a high deductible health plan and who either are self-
employed or are employed in a firm with 50 or fewer
employees. The four-year demonstration project is lim-
ited to 750,000 policies for individuals who had health
insurance and who work for a small employer or are
self-employed. Contributions to an MSA (whether made
by an employer, employee or self-employed individual)
generally are deductible, up to a maximum of 65 per-
cent of the deductible for high-deductible individual cov-
erage and 75 percent of the deductible for high-deduct-
ible family coverage. Contributions to an MSA made
by an employer on behalf of an employee up to the
same limits are excluded from the employee's wages
for income and payroll tax purposes. Earnings on
amounts in an MSA and distributions from an MSA
for medical expenses are generally excluded from gross
income. Distributions for non-medical expenses are
taxed and are subject to a 15-percent additional tax
unless made after age 65, or for reasons of death or
disability. Unless Congress votes to expand the pro-
gram, no new contributions may be made to MSAs after
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December 31, 2000 except by or on behalf of individuals
who previously had MSA contributions and individuals
employed by certain participating employers. Self-em-
ployed individuals who made contributions prior to De-
cember 31, 2000 also may continue to make contribu-
tions after that date.

Clarify taxation of qualified long-term care insurance
premiums, expenses and benefits.—Effective with re-
spect to contracts issued after December 31, 1996, a
gualified long-term care insurance contract generally
is treated as an accident and health insurance contract.
Provisions include the following: (1) Amounts (other
than policyholder dividends or premium refunds) re-
ceived under a qualified long-term care insurance con-
tract generally are excluded from gross income, subject
to a cap of $175 per day, or $63,875 annually in the
case of a per diem policy. Beginning in 1998, the per
diem cap is indexed annually for inflation based on
the medical care cost component of the consumer price
index. (2) The cost of employer-provided qualified long-
term care insurance generally is deductible for the em-
ployer and excluded from the employee’s gross income.
(3) Unreimbursed expenses for qualified long-term care
services are deductible as medical expenses, subject to
the present-law floor of 7.5 percent of adjusted gross
income (AGI). (4) Qualified long-term care insurance
premiums (subject to specified dollar limits) are deduct-
ible as medical expenses, subject to the present-law
floor of 7.5 percent of AGI. Beginning in 1998, the
dollar limits are indexed annually for inflation based
on the medical care cost component of the consumer
price index. (5) Self-employed individuals are able to
deduct the cost of qualified long-term care insurance
premiums up to the limit for health insurance.

Modify taxation of accelerated death benefits under
life insurance contracts.—An exclusion from gross in-
come is provided to an insured individual who is termi-
nally or chronically ill for (1) amounts received under
a life insurance contract and (2) amounts received for
the sale or assignment of a life insurance contract to
a qualified viatical settlement provider. For chronically
ill individuals, the exclusion is limited to $175 per day
or $63,875 annually, or the individual's costs for quali-
fied long-term care services. The exclusion is effective
with respect to amounts received after December 31,
1996.

Modify taxation of State-sponsored organizations pro-
viding health coverage for high-risk individuals and
workers’ compensation reinsurance.—An exemption
from income tax is provided to any membership organi-
zation that is established by a State exclusively to pro-
vide coverage for medical care on a nonprofit basis to
certain high-risk individuals, provided certain criteria
are satisfied. The provision applies to taxable years
beginning after December 31, 1996. In addition, tax-
exempt status is provided to any membership organiza-
tion that is establised by a State before June 1, 1996
exclusively to reimburse its members for workers’ com-
pensation insurance losses, and that satisfies certain

other conditions. The provision applies to taxable years
ending after August 21, 1996.

Extend special tax rules provided under Section 833
to certain health insurance organizations.—Under prior
law a special deduction equal to 25 percent of the
claims and expenses incurred during the year, less the
adjusted surplus at the beginning of the year, was pro-
vided to certain eligible health organizations. Eligible
organizations included: (1) Blue Cross or Blue Shield
organizations existing on August 16, 1986, which had
not experienced a material change in structure or oper-
ation since that date. (2) Other organizations that met
certain community-service-related requirements and
substantially all of whose activities involved the provi-
sion of health insurance. Effective for taxable years
ending after December 31, 1996, these special rules
are applied to any organization that (1) is not a Blue
Cross or Blue Shield organization existing on August
16, 1986 and (2) otherwise meets the requirements of
Section 833, including the requirement of no material
change in operations or structure since August 16,
1986. An organization qualifies for this treatment only
if it is not a health maintenance organization and it
is organized under and governed by State laws specifi-
cally and exclusively applicable to not-for-profit health
insurance or health service type organizations.

Allow penalty-free withdrawals from individual retire-
ment accounts (IRAs) for medical expenses.—Effective
for taxable years beginning after December 31, 1996,
penalty-free withdrawals are permitted from IRAs for
medical expenses in excess of 7.5 percent of AGI. Pen-
alty-free withdrawals generally are also permitted for
medical insurance premiums (without regard to the 7.5
percent floor) of individuals unemployed for at least
12 consecutive weeks.

Expand penalties provided under the Consolidated
Omnibus Budget Reconciliation Act of 1995 (COBRA)
to enforce group health plan portability, access, and re-
newability requirements.—Under COBRA, most em-
ployer-sponsored group health plans must offer quali-
fied beneficiaries the opportunity to continue to partici-
pate for a specified period of time after the occurrence
of certain events (such as termination of employment)
that otherwise would have terminated such participa-
tion. A tax is imposed on the failure of a plan to satisfy
these health care continuation rules. Effective for tax-
able years beginning after December 31, 1996, the tax
for failure to satisfy health continuation rules is ex-
tended to apply to failure to satisfy the expanded cov-
erage provisions provided in this Act.

Disallow the deductibility of interest on corporate
owned life insurance (COLI) policy loans.—Generally,
for interest paid or accrued after December 31, 1995,
no deduction is allowed for interest on any COLI policy
loan, except for “key person policies” that cover up to
20 key persons. Interest with respect to key person
policies is deductible only to the extent the rate of
interest does not exceed Moody's Corporate Bond Yield
Average-Monthly Average Corporates for each month
interest is paid or accrued. Special phase-in rules are
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provided with respect to any otherwise deductible inter-
est paid or accrued after October 13, 1995 and before
January 1, 1999 with respect to debt incurred before
January 1 1996. An exception from the general dis-
allowance is also provided to interest on debt with re-
spect to contracts purchased on or before June 20, 1986.

Eliminate the interest allocation exception for certain
nonfinancial corporations.—For foreign tax credit pur-
poses, taxpayers generally are required to allocate and
apportion interest expenses between U.S. and foreign
source income based on the proportion of the taxpayer’s
total assets in each location. Such allocation and appor-
tionment is required to be made for affiliated groups
as a whole rather than on a subsidiary-by-subsidiary
basis. However, certain types of financial institutions
that are members of an affiliated group are treated
as members of a separate affiliated group for purposes
of the allocation and apportionment of interest expense.
The Tax Reform Act of 1986 included a targeted rule
that treated certain nonfinancial corporations as finan-
cial institutions for this purpose. The targeted exception
for certain nonfinancial corporations is repealed, gen-
erally effective for taxable years beginning after the
date of enactment.

Modify expatriation tax.—Under prior law, citizens
who relinquished their citizenship for tax avoidance
purposes were subject to special tax provisions for ten
years after such loss of citizenship. This Act expands
the prior law provisions in several ways, generally with
respect to individuals who expatriate on or after Feb-
ruary 6, 1995:; (1) The provision subjecting U.S. citizens
to tax for ten years following expatriation is extended
to apply to certain long-term residents whose residency
is terminated. A long-term resident generally is any
individual who was a lawful permanent resident of the
United States for at least eight out of the 15 taxable
years ending with the year in which termination occurs.
(2) Certain individuals are subject to the expatriation
tax without inquiry as to their motive for losing U.S.
citizenship or residency, but certain categories of citi-
zens are allowed to show an absence of tax-avoidance
motive if they request a ruling from the IRS as to
whether the loss of citizenship had a principal purpose
of tax avoidance. (3) The categories of income and gain
that are treated as U.S. source (and, therefore, subject
to tax) is expanded and the ability to engage in trans-
actions that partially or completely circumvent the ten-
year reach of the law is curtailed. (4) Relief from double
taxation is provided in circumstances where another
country imposes tax on items that would be subject
to U.S. tax under the expatriation tax provisions. (5)
Information reporting requirements are applied to U.S.
citizens and long-term residents whose citizenship or
residency is terminated.

Small Business Job Protection Act of 1996.—This
Act increases the minimum wage and makes numerous
changes in the tax code to provide relief to small busi-
nesses, simplify pension plans, and extend certain ex-
piring provisions. The reduction in receipts associated
with these changes is offset by a number of revenue

increases. The major provisions of the Act affecting re-
ceipts are described below.

Increase expensing for small business.—The amount
of depreciable tangible personal property that a small
business can elect to expense each year is increased
from $17,500 in 1996 to $18,000 in 1997, $18,500 in
1998, $19,000 in 1999, $20,000 in 2000, $24,000 in
2001, and to $25,000 in 2003 and later years. The
amount that a small business may elect to expense
is reduced by the amount by which the cost of qualify-
ing property exceeds $200,000.

Simplify and expand pension plans.—The major pro-
visions affecting pension plans include the following:
(1) Effective for taxable years beginning after December
31, 1999, lump-sum distributions from qualified plans
are no longer eligible for special five-year forward aver-
aging. (2) The $5,000 exclusion provided employer-pro-
vided death benefits is repealed, effective with respect
to decedents dying after the date of enactment. (3) The
method for determining the taxable portion of qualified
annuity payments is simplified, effective with respect
to annuity starting dates beginning 90 days after the
date of enactment. (4) Employees (other than 5 percent
owners) who continue working after age 70%> can delay
beginning their pensions until they actually retire. (5)
A simplified retirement plan for small business, called
the savings incentive match plan for employees (SIM-
PLE) is created. A SIMPLE plan can either provide
an individual retirement account (IRA) for each em-
ployee or be part of a qualified cash or deferred ar-
rangement (401(k) plan). SIMPLE plans use lower con-
tribution limits than regular 401(k) plans and Salary
Reduction Simplified Employee Pensions (SARSEPS),
and specify employer contribution levels in lieu of the
nondiscrimination and top-heavy rules that normally
apply to employer retirement plans. All contributions
to the plan are fully vested. Contributions to a SIMPLE
plan generally are deductible by the employer and ex-
cluded from the employee’s income. The rules regarding
the availability and taxation of distributions from a
SIMPLE IRA or SIMPLE 401(k) plan are the same
as the rules that apply to distributions from regular
IRAs or 401(k) plans, respectively, except that during
the first two years after the individual first participates
in any SIMPLE IRA maintained by the individual's
employer, rollovers to regular IRAs are not available
and the additional tax on early distributions is in-
creased from 10 percent to 25 percent. SIMPLE IRA
plans are subject to simplified reporting requirements.
SIMPLE plans are available for plan years beginning
after December 31, 1996. (6) Effective for plan years
beginning after December 31, 1996, tax-exempt organi-
zations (including Indian tribal governments) are per-
mitted to establish qualified cash or deferred arrange-
ments. (7) The availability of spousal IRAs is increased
by permitting deductible IRA contributions of up to
$2,000 on behalf of each spouse if the combined com-
pensation of both spouses is at least equal to the con-
tributed amount. This provision is effective for taxable
years beginning after December 31, 1996. (8) Non-
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discrimination rules are modified by simplifying the
definitions of highly compensated employees, compensa-
tion and retirement age; changing the minimum partici-
pation rule; and modifying the nondiscrimination tests
applicable to qualified cash or deferred arrangements
and matching contributions. (9) Effective for plan years
beginning after December 31, 1998, instead of applying
nondiscrimination tests, employers may use simple safe
harbors for certain 401(k) plans under which the em-
ployer contributes at least a stated minimum to each
employee account. (10) The rules that apply to non-
gualified plans for tax-exempt and governmental em-
ployers have been simplified and, in the case of govern-
mental employers, the assets under those plans must
be kept in trust. (11) The vesting period for multiem-
ployer plans is reduced from ten to five years for plan
years beginning after December 31, 1996. (12) The com-
bined plan limit is repealed, effective with respect to
limitation years beginning after December 31, 1998,
and the excise tax on large distributions is suspended
for the years 1997 through 1999. (13) The excise tax
applicable to prohibited transactions is increased from
five percent to ten percent. (14) Alternative non-
discrimination tests are provided to certain plans that
allow employees to participate before they complete one
year of service or reach age 21. These tests promote
pension portability by encouraging employers to offer
pensions to new hires.

Simplify tax laws affecting Subchapter S (closely-held)
corporations.—A number of changes in the tax laws
affecting Subchapter S corporations are provided. The
major changes increase the maximum number of share-
holders in an S corporation from 35 to 75, permit S
corporations to hold subsidiaries, allow financial insti-
tutions to qualify as S corporations, and permit certain
tax-exempt organizations to be S corporation sharehold-
ers.

Provide adoption assistance.—Effective for taxable
years beginning after December 31, 1996, the following
adoption assistance is provided: (1) A maximum non-
refundable tax credit of $5,000 per child ($6,000 per
child in the case of domestic special needs adoptions)
is provided for qualified adoption expenses paid or in-
curred by the taxpayer. The credit for adoptions other
than domestic special needs adoptions expires with re-
spect to expenses paid or incurred after December 31,
2001. (2) A maximum exclusion from income of $5,000
per child ($6,000 per child in the case of domestic spe-
cial needs adoptions) is provided for certain employer-
paid adoption expenses. The exclusion is repealed with
respect to employer-paid adoption expenses provided
after December 31, 2001. Both the credit and exclusion
are phased out ratably for taxpayers with modified ad-
justed gross income above $75,000 and are fully phased
out at $115,000 of modified adjusted gross income.

Replace targeted jobs tax credit with a temporary
work opportunity tax credit.—Prior to January 1, 1995,
the targeted jobs tax credit was available on an elective
basis for employers hiring individuals from one or more
of nine targeted groups. The credit generally was equal

to 40 percent of up to $6,000 in qualified first-year
wages, for a maximum credit of $2,400 per employee.
The targeted jobs tax credit of prior law is replaced
with the work opportunity tax credit effective for wages
incurred or paid to a qualified individual who begins
work after September 30, 1996 and before October 1,
1997. The new credit is available on an elective basis
for employers hiring individuals from one or more of
seven targeted groups and is generally equal to 35 per-
cent of the first $6,000 in qualified first-year wages.
No credit is allowed for wages paid unless the eligible
individual is employed by the employer for at least
180 days (20 days in the case of a qualified summer
youth employee) or 400 hours (120 hours in the case
of a qualified summer youth employee).

Extend exclusion for employer-provided educational
assistance.—For taxable years beginning before Janu-
ary 1, 1995, certain amounts paid by an employer for
educational assistance provided to an employee were
excluded from the employee’s gross income for income
and payroll tax purposes. The exclusion was limited
to $5,250 of educational assistance with respect to an
individual during a calendar year and applied whether
or not the education was job related. The exclusion
is extended to apply to undergraduate courses begin-
ning after December 31, 1994 and before mid-1997; for
graduate courses, the exclusion applies to courses be-
ginning after December 31, 1994 and before mid-1996.

Extend research and experimentation tax credit with
modifications.—Under prior law, a 20 percent tax credit
was provided for certain research and experimentation
expenditures made before July 1, 1995. This credit is
extended, with modifications, to apply to expenditures
paid or incurred during the 11-month period July 1,
1996 through May 31, 1997.

Extend orphan drug tax credit.—Prior to January 1,
1995, a 50-percent nonrefundable tax credit was pro-
vided for qualified clinical testing expenses paid or in-
curred in the testing of certain drugs for rare diseases
or conditions (generally known as “orphan drugs”). The
credit is extended for 11 months to apply to qualified
expenses paid or incurred from July 1, 1996 through
May 31, 1997.

Extend deduction for contributions of stock to private
foundations.—The deduction for a contribution to a pri-
vate foundation is generally limited to the adjusted
basis of the contributed property. However, under prior
law, a taxpayer who contributed qualified appreciated
stock to a private foundation before January 1, 1995
was allowed to deduct the full fair market value of
the stock, rather than the adjusted basis of the contrib-
uted stock. The special rule for contributions of quali-
fied appreciated stock to private foundations is ex-
tended to apply to contributions made during the period
July 1, 1996 through May 31, 1997.

Extend tax credit for producing fuel from a non-
conventional source.—Certain fuels produced from non-
conventional sources and sold to unrelated parties are
eligible for an income tax credit equal to $3 per barrel
or BTU oil barrel equivalent. Qualified fuels must be



44

ANALYTICAL PERSPECTIVES

produced within the United States and include: (1) oil
produced from shale and tar sands; (2) gas produced
from geopressured brine, Devonian shale, coal seams,
tight formations, or biomass; and (3) liquid, gaseous,
or solid synthethic fuels produced from coal (including
lignite). The credit generally is availabe only with re-
spect to qualified fuels produced and sold before Janu-
ary 1, 2003 from wells drilled or facilities placed in
service after December 31, 1979 and before January
1, 1993. Under prior law, an exception allowed the cred-
it to be claimed for gas from biomass and synthetic
fuel from coal produced or sold before January 1, 2008
from facilities placed in service before January 1, 1997,
pursuant to a binding contract entered into before Jan-
uary 1, 1996. This Act extends both the binding con-
tract date and the placed in service date for facilities
producing synthetic fuels from coal and gas from bio-
mass. Specifically, synthetic fuels from coal and gas
from biomass produced or sold before January 1, 2008
are eligible for the credit if produced from facilities
placed in service before July 1, 1998, pursuant to a
binding contract entered into before January 1, 1997.

Suspend imposition of excise tax on diesel fuel used
in recreational motorboats.—The 24.4-cents-per-gallon
excise tax on diesel fuel used in recreational motorboats
is suspended during the period beginning on August
27, 1996 through December 31, 1997.

Permanently extend the Federal Unemployment Tax
(FUTA) exemption for alien agricultural workers.—Gen-
erally, the Federal unemployment tax is imposed on
farm operators who (1) employ 10 or more agricultural
workers for some portion of 20 different days, each
being in a different calendar week or (2) have a quar-
terly payroll for agricultural services of at least
$20,000. Under prior law, effective for labor performed
before January 1, 1995, an exclusion from FUTA was
provided for labor performed by an alien admitted to
the United States to perform agricultural labor under
the Immigration and Nationality Act. The exemption
from FUTA for alien agricultural workers is perma-
nently extended, effective with respect to labor per-
formed on or after January 1, 1995.

Extend Generalized System of Preferences (GSP).—
Under GSP, duty-free access is provided to over 4,000
items from eligible developing countries that meet cer-
tain worker rights, intellectual property protection, and
other criteria. This program, which had expired after
July 31, 1995, is temporarily extended for the period
August 1, 1995 through May 31, 1997.

Extend airport and airway excise taxes.—The excise
taxes levied on domestic air passenger tickets, inter-
national departures, domestic air cargo and non-
commercial aviation fuels, which had expired after De-
cember 31, 1995 under prior law, are reinstated effec-
tive August 27, 1996 through December 31, 1996.

Extend and phase out the excise tax on luxury auto-
mobiles.—Under prior law, the ten-percent luxury ex-
cise tax levied on the retail price of a passenger vehicle
in excess of an inflation-adjusted threshold ($34,000 in
1996) was scheduled to expire after December 31, 1999.

The tax is extended through December 31, 2002, at
the following rates: 1996 (effective August 28, 1996),
nine percent; 1997, eight percent; 1998, seven percent;
1999, six percent; 2000, five percent; 2001, four percent;
and 2002, three percent.

Modify Puerto Rico and possessions tax credit.—
Under prior law, domestic corporations with business
operations in U.S. possessions were allowed to elect
the Section 936 credit, which generally eliminated the
U.S. tax on certain income related to their possession-
based operations. Income exempt from U.S. tax under
this provision fell into two broad categories: (1) posses-
sion business income derived from the active conduct
of a trade or business within a possession or from the
sale or exchange of substantially all of the assets used
in such a trade or business; and (2) possession source
investment income (QPSII) attributable to investment
in the possession or in certain Caribbean Basin coun-
tries. The credit attributable to QPSII is repealed, effec-
tive for QPSII earned after June 30, 1996. The credit
with respect to possession business income also gen-
erally is repealed, effective with respect to taxable years
beginning after December 31, 1995. However, grand-
father rules are provided under which a corporation
that elected the credit by October 13, 1995 is eligible
to claim credits with respect to possession business in-
come during a transition period effective for taxable
years beginning after December 31, 1995 and before
January 1, 2006. The credit is eliminated for taxable
years beginning after December 31, 2005.

Repeal 50-percent interest exclusion for financial insti-
tution loans to employee stock option plans (ESOPs).—
Under prior law a bank, insurance company, regulated
investment company, or a corporation actively engaged
in the business of lending money was generally allowed
to exclude from gross income 50 percent of interest
received on an ESOP loan. The 50-percent exclusion
generally is repealed, effective with respect to loans
made after the date of enactment, other than loans
made pursuant to a written binding contract in effect
before June 10, 1996.

Reform depreciation under the income forecast meth-
od.—All estimated income from the use of property or
the sale of merchandise is to be taken into account
in determining depreciation under the income forecast
method. In applying this rule, income expected to be
generated after the close of the tenth taxable year after
the year the propery is placed in service generally need
not be taken into account. In the case of a film, tele-
vision show or similar property, such income includes,
but is not necessarily limited to, income from foreign
and domestic theatrical, television, and other releases
and syndications; and video tape releases, sales, rent-
als, and syndications. In the case of television and mo-
tion picture films, the income from the property shall
include income from the financial exploitation of char-
acters, designs, scripts, scores, and other incidental in-
come associated with such films, but only to the extent
income is earned in connection with the ultimate use
of such items by, or the ultimate sale of mechandise
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to, persons who are not related to the taxpayer. These
changes generally are effective for property placed in
service after September 13, 1995.

Modify exclusion of damages received on account of
personal injury or sickness.—The Act specifies that the
exclusion from gross income of damages received on
account of personal injury or sickness does not apply
to compensatory damages received on account of non-
physical personal injury or sickness or to punitive dam-
ages received in connection with a personal injury or
sickness. This change generally applies with respect
to amounts received after August 20, 1996.

Modify basis adjustment rules under Section 1033.—
When a taxpayer acquires a controlling interest in the
stock of a corporation as replacement property after
an involuntary conversion, the corporation generally
will reduce its adjusted bases in its assets by the same
amount as the taxpayer is required to reduce its basis
in the acquired stock. The corporation’s adjusted bases
in its assets will not be reduced, in the aggregate, below
the taxpayer’s basis in its stock. In addition, the basis
of any individual asset will not be reduced below zero.
This provision, which allows deferral of gain recogni-

tion, but not the avoidance of that gain, is generally
effective with respect to involuntary conversions occur-
ring after August 20, 1996.

Allow the IRS to use mathematical error procedures
to deny dependency exemptions.—If an individual fails
to provide a correct taxpayer identification number
(TIN) for a dependent, the IRS is allowed to use mathe-
matical error procedures to deny the dependency ex-
emption. This change generally is effective for tax re-
turns for which the due date (without regard to exten-
sions) is 30 days or more after August 20, 1996.

Modify rules for taxing foreign trusts.—This Act
strengthens information reporting and penalties related
to foreign trusts, and tightens tax planning rules in-
volving foreign trusts, their beneficiaries, and grantors.

Repeal bad debt reserve deduction for thrift institu-
tions.—Under prior law, certain thrift insitutions were
allowed deductions for bad debts under rules more fa-
vorable than those granted to commercial banks. Gen-
erally effective for taxable years beginning after Decem-
ber 31, 1995, thrifts must account for bad debts in
the same manner as banks.

ADMINISTRATION PROPOSALS

Provide Tax Relief and Extend Expiring
Provisions

The President's plan targets tax relief to middle-in-
come Americans through his Middle Class Bill of
Rights. His plan also includes a targeted home-owner-
ship tax cut, a new welfare-to-work incentive, a District
of Columbia tax incentive program, estate tax relief
for small businesses and family farms, initiatives for
economically distressed areas, and the extension of cer-
tain expiring tax provisions.

Middle Class Bill of Rights.—The Administration
is again proposing, with certain modifications and en-
hancements, the three features of its Middle Class Bill
of Rights designed to give middle-income families the
tax relief they need to help them raise their children,
save for the future and pay for postsecondary education.

Provide tax credit for dependent children.—A non-
refundable credit would be allowed for each dependent
child under the age of 13. The credit would equal $300
for 1997, 1998 and 1999, and would rise to $500 for
2000 and subsequent years. The credit would be phased
out for taxpayers with adjusted gross income (AGI) be-
tween $60,000 and $75,000. Both the credit amount
and the phase-out range would be indexed for inflation
beginning in 2001. The credit would be applied before
the earned income tax credit but could not be used
to offset alternative minimum tax liability.

Expand Individual Retirement Accounts (IRAs).—
Under present law, eligibility for deductible IRAs is
phased out for single taxpayers with AGI between
$25,000 and $35,000 and for couples filing a joint re-
turn with AGI between $40,000 and $50,000, if the
individual (or the individual's spouse) is an active par-

ticipant in an employer-sponsored retirement plan.
Under the Administration’s proposal, the AGI thresh-
olds and phase-out ranges would be doubled over time.
For 1997 through 1999, eligibility would be phased out
for single taxpayers with AGI between $45,000 and
$65,000, and for couples filing a joint return with AGI
between $70,000 and $90,000. For 2000 and later years,
eligibility would be phased out for single taxpayers with
AGI between $50,000 and $70,000 and for couples filing
a joint return with AGI between $80,000 and $100,000.
These thresholds and the present law annual contribu-
tion limit of $2,000 would be indexed for inflation.
Withdrawals from IRAs would not be subject to the
ten percent early withdrawal tax if the proceeds were
used to pay post-secondary education costs, to buy or
build a first home, or to cover living expenses if unem-
ployed for at least 12 consecutive weeks. (Prior versions
of the Administration’s proposal would also have per-
mitted early withdrawal to pay catastrophic medical
expenses (including nursing home or other costs associ-
ated with caring for an incapacitated parent or grand-
parent); this provision was enacted in the Health Insur-
ance Portability and Accountability Act, effective for
distributions after 1996.) In addition, each individual
eligible for a deductible IRA would have the option
of contributing an amount up to the contribution limit
to a traditional deductible IRA or to a new back-loaded
special IRA. Contributions to this special IRA would
not be tax deductible, but distributions of the contribu-
tions would be tax-free. If the contributions remained
in the account for at least five years, earnings on the
contributions also would be tax-free when withdrawn.
Withdrawals of account balances from special IRAs dur-
ing the five-year period would be subject to ordinary
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income tax and a ten-percent early withdrawal tax.
However, withdrawals during the five-year period for
the purposes described above (or upon death or disabil-
ity of the taxpayer) would not be subject to the early
withdrawal tax. Individuals whose AGI for a year fell
within the eligibility thresholds would be allowed to
convert an existing IRA into a special IRA, and for
conversions before 1999, income inclusion would be
spread over four years.

Provide tax incentive for education and training.—
The Administration’s proposed HOPE scholarship plan
would make 14 years of education—at least two years
of college—the standard for all Americans. A taxpayer
could claim a $1,500 per-student nonrefundable tax
credit for tuition and required fees for enrollment of
the taxpayer, the taxpayer’'s spouse or the taxpayer's
dependent in a post-secondary degree or certificate pro-
gram. The credit would be available for payments made
during 1997 and thereafter for education commencing
on or after July 1, 1997. The amount of the credit
would be reduced by any other non-taxable Federal edu-
cational grants received by the student. The credit
could be claimed twice (i.e., in two different years) for
a student, provided the credit was claimed in a year
in which the student was enrolled at least half-time
in the thirteenth or fourteenth year of post-secondary
education. The credit would be available for a second
year, however, only if the student had obtained a B-
average for all prior post-secondary course work. No
credit would be available for a student who had been
convicted of a drug-related felony. A deduction would
be permitted for up to $5,000 per family in annual
tuition and required fees for post-secondary education
and job training for the taxpayer, the taxpayer’s spouse
and dependents. The maximum allowable deduction
would increase to $10,000 effective January 1, 1999.
A taxpayer could claim either the credit or the deduc-
tion for a student’s expenses, but not both in the same
taxable year. In addition, both the credit and deduction
would be phased out for taxpayers filing a joint return
with AGI (before the proposed deduction) between
$80,000 and $100,000. For taxpayers filing a head-of-
household or single return, the credit and deduction
would be phased out for those with AGI between
$50,000 and $70,000. The phase-out ranges would be
indexed for inflation beginning in 2000. Education ex-
penses qualifying for the credit and deduction include
tuition and fees paid to institutions and programs eligi-
ble to participate in Federal student aid programs. No
deduction or credit would be available for expenses for
meals, lodging, books or transportation. In addition, to
provide assistance with education-related debt to grad-
uates entering public service, the current exclusion
from income for the discharge of certain student loans
would be expanded to cover discharge of certain direct
loans made by the Federal government and certain
loans made by charitable and educational institutions.

Provide targeted welfare-to-work tax credit.—
The Administration proposes a targeted welfare-to-work
credit designed to create new job opportunities for long-

term welfare recipients. The credit would enable em-
ployers to claim a 50-percent credit on the first $10,000
of annual wages paid to long-term welfare recipients.
The credit could be claimed for up to two years and
employers would be able to treat education and training
assistance, health care, and dependent care expenses
as eligible wages. The credit would be available for
wages paid or incurred effective the date of enactment
through September 30, 2000. The Administration also
proposes to expand the existing Work Opportunity Tax
Credit to include adults age 18 to 50 who are subject
to more rigorous work requirements for food stamps
under the Administration’s proposal to amend last
year’s welfare reform law.

Provide capital gains exclusion on sale of prin-
cipal residence.—Under current law gains on the sale
of a taxpayer’s principal residence are subject to the
capital gains tax; however, taxes on the gain can be
deferred through the purchase of a new home of equal
or greater value within a specified period of time. Tax-
payers over 55 may elect to take a one-time exclusion
of up to $125,000 of gain from the sale of their home.
The Administration proposes to exclude up to $500,000
of gain from the sale of a taxpayer’s principal residence
($250,000 for a single taxpayer) effective for sales on
or after January 1, 1997. The proposal would repeal
the current-law exclusion for taxpayers over age 55 and
the section 1034 deferral for purchasing a more expen-
sive home, with transition relief. Gain recognition
would be required on the sale of a principal residence
to the extent of any depreciation allowable after Decem-
ber 31, 1996. The proposal would exempt over 99 per-
cent of home sales from the capital gains tax and would
dramatically simplify taxes and record keeping for over
60 million homeowners.

Establish District of Columbia (DC) tax incen-
tive program.—To encourage employment of disadvan-
taged DC residents and to revitalize those DC areas
where development has been inadequate, tax incentives
are proposed.

Provide estate tax relief for small business.—Es-
tate tax attributable to certain interests in closely held
businesses may be paid in installments over a period
of up to 14 years. A special four percent interest rate
is provided for the tax deferred on the first $1 million
of value. The $1 million cap has been in effect since
1976. To address the liquidity problems that may arise
upon the death of a farmer or small business owner,
and to adjust for inflation, the Administration proposes
to increase the amount of property eligible for the spe-
cial interest rate from $1 million to $2.5 million. The
proposal also simplifies current law by eliminating dis-
tinctions based on the form of ownership, providing al-
ternatives to the estate tax lien, and reducing the inter-
est rate by 50 percent or more in exchange for making
the interest payments nondeductible. The proposal
would be effective for decedents who die after December
31, 1997.
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Provide tax incentives for distressed areas.—The
Administration is proposing tax incentives for the clean-
up of polluted urban and rural areas and is proposing
an expansion of the empowerment zone and enterprise
community program, as described below.

Provide tax incentives to clean up environmentally
contaminated areas known as brownfields in distressed
communities.—To encourage the cleanup of polluted
urban and rural areas known as brownfields, the Ad-
ministration proposes to allow a current deduction for
certain costs incurred by businesses to remediate envi-
ronmentally contaminated land in certain areas. Quali-
fied sites generally would be limited to those properties
located in or next to high-poverty areas, Federal
empowerment zones and enterprise communities, and
areas subject to certain Environmental Protection Agen-
cy (EPA) Brownfields Pilots. To claim this incentive,
taxpayers would be required to obtain from the appro-
priate State or local agency, or the EPA in certain
circumstances, verification that the site satisfies the
geographic and contamination requirements. The pro-
posal would be effective for qualified expenses incurred
after the date of enactment.

Expand Empowerment Zone and Enterprise Commu-
nity program.—Under the Omnibus Budget Reconcili-
ation Act of 1993 (OBRA 93), certain tax incentives
were provided for nine empowerment zones and 95 en-
terprise communities. The tax incentives were a 20-
percent employer wage credit, increased Section 179
expensing, and a new category of tax-exempt financing.
Qualifying businesses in empowerment zones were eli-
gible for all three incentives, while businesses in enter-
prise communities were eligible for the tax-exempt fi-
nancing. Over 500 communities submitted applications
for these 104 designations that were announced in De-
cember 1994. The Administration proposes a three-part
expansion of this program. First, the designation of two
additional urban empowerment zones would be author-
ized, to be made within 180 days of enactment. Second,
the restrictions on the tax-exempt financing would be
loosened to make this incentive more accessible. Third,
the designation of 20 additional empowerment zones
(15 urban, 5 rural) and 80 additional enterprise commu-
nities (50 urban, 30 rural) would be authorized. Busi-
nesses in the new enterprise communities would be
eligible for the current-law tax-exempt financing, as re-
vised, as well as the brownfields tax incentive described
above (including an additional 1,000 acres). Businesses
in the new empowerment zones would be eligible for
the OBRA 93 increased section 179 expensing, the
brownfields tax incentive (including an additional 2,000
acres), and tax-exempt financing that would not be sub-
ject to the current-law State volume caps, but rather
would only be subject to zone-by-zone volume caps. The
current-law wage credit would not be applicable in
these 100 new zones and communities. The designa-
tions of these new zones and communities would be
required to occur before 1999, and the designations
would generally be effective for ten years.

Provide tax credit for investment in community
development financial institutions (CDFI).—The
Community Devolopment Banking and Financial Insti-
tutions Act of 1994 created a Federal Community De-
velopment Financial Institution (CDFI) Fund to provide
grants, loans, and technical assistance to qualifying
lenders. As part of its comprehensive strategy to in-
crease investment in distressed communities, the Ad-
ministration proposes to provide $100 million in non-
refundable tax credits to the CDFI Fund to be allocated
among equity investors in community development
banks. The allocation of credits would be determined
by the CDFI Fund using a competitive process similar
to the one used to allocate grants. The maximum
amount of credit allocable to a particular investment
would be 25 percent of the amount invested, though
a lower percentage could be negotiated. The full credit
would be available the year the investment is made.
In order to ensure long-term investment, the credit
would be recaptured if the investment were sold or
redeemed within five years.

Toll statute of limitations for incapacitated tax-
payers.—The time limit within which claims for refund
must be made would be extended for the period of time
a taxpayer was subject to disability, in effect extending
the stututory time by the period of disability. “Disabil-
ity” would be defined to include judicial determinations
of incompetency, commitment to mental institutions or
hospitals, or other debilitating physical, mental, or psy-
chological conditions that prevent the taxpayer from
managing his or her financial affairs. The proposal
would be effective for tax years ending after the date
of enactment.

Allow Foreign Sales Corporation (FSC) benefits
for computer software licenses.—The Administration
proposes to extend FSC benefits to licenses of computer
software for reproduction abroad. The FSC provisions,
which provide a limited exemption from U.S. tax for
income arising in certain export transactions, currently
are not available for most exports of intangible prop-
erty, including computer software copyrights. Because
FSC benefits are currently available for copyrights to
“films, tapes, records, and similar reproductions,” the
Administration proposes to extend benefits to a cat-
egory of nearly indistinguishable property.

Extend the income exclusion for employer-pro-
vided educational assistance and provide credit
for small business.—The Administration proposes to
extend the exclusion for employer-provided educational
assistance from its expiration in mid-1997 through De-
cember 31, 2000. The proposal would also reinstate and
extend through December 31, 2000 the expired exclu-
sion for employer-provided graduate education. In addi-
tion, for taxable years after December 31, 1997, small
businesses would be allowed a ten-percent income tax
credit with respect to amounts paid under an employer-
provided educational assistance program. The credit
would be available to employers with average annual
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gross receipts of $10 million or less for the prior three
years.

Extend for one year the R&E tax credit.—The
tax credit provided for certain research and experimen-
tation expenditures, which is scheduled to expire after
May 31, 1997, is proposed to be extended for one year
through May 31, 1998.

Extend for one year the orphan drug tax cred-
it.—The 50-percent nonrefundable tax credit provided
for qualified clinical testing expenses paid or incurred
in the testing of certain drugs for rare diseases or con-
ditions is proposed to be extended for one year through
May 31, 1998.

Extend for one year the work opportunity tax
credit.—The work opportunity tax credit, generally
equal to 35 percent of up to $6,000 in qualified first-
year wages, is proposed to be extended for one year
beyond its expiration date of September 30, 1997.

Extend for one year the deduction provided for
contributions of appreciated stock to private foun-
dations.—The special rule that allows a taxpayer to
deduct the full fair market value of qualified stock do-
nated to a private foundation is proposed to be extended
to apply to contributions made during the period June
1, 1997 through May 31, 1998. The current law deduc-
tion expires with respect to contributions made after
May 31, 1997.

Extend and modify Puerto Rico economic-activ-
ity tax credit (Section 30A).—Although the Puerto
Rico and possession tax credit generally was repealed
in 1996, both the income-based option and the eco-
nomic-activity option under the credit remain available
for existing business operations through 2005, subject
to base-period caps. To provide a more efficient and
effective tax incentive for the economic development of
Puerto Rico and to continue the shift from an income-
based credit to an economic-activity credit that was
begun in OBRA 93, the Administration proposes to
modify the economic-activity credit for Puerto Rico by
(1) extending it indefinitely, (2) opening it to newly
established business operations, effective for taxable
years beginning after December 31, 1997, and (3) re-
moving the base-period cap.

Eliminate Unwarranted Benefits and Adopt
Other Revenue Measures

The President’s plan cuts unwarranted corporate tax
subsidies, closes tax loopholes, improves tax compliance
and adopts other revenue measures.

Deny interest deduction on certain debt instru-
ments.—If an instrument qualifies as equity, the issuer
generally does not receive a deduction for dividends
paid. If an instrument qualifies as debt, the issuer may
receive a deduction for accrued interest and the holder
generally includes interest in income, subject to certain

limitations. The line between debt and equity is uncer-
tain and it has proven difficult to formulate general
rules of classification. Taxpayers have exploited this
lack of guidance by issuing instruments that have sub-
stantial equity features, but for which they claim inter-
est deductions. Effective for instruments issued on or
after the date of first committee action, the Administra-
tion proposes that no deduction be allowed for interest
or original issue discount (OID) on an instrument is-
sued by a corporation that has a maximum term of
more than 40 years, or is payable in stock of the issuer
or a related party. The proposal also modifies the rules
for certain indebtedness that is reflected as equity on
the issuer’s financial statements.

Defer original issue discount deduction on con-
vertible debt.—If a debt instrument is convertible into
stock of the issuer or a related party and provides no
payment of, or adjustment for, accrued interest on con-
version, no deduction is allowed for accrued but unpaid
stated interest. In contrast, the accrued but unpaid dis-
count on a convertible debt instrument with OID gen-
erally is deductible, even if the instrument is converted
before the issuer pays any OID. The Administration
proposal would defer the deduction for all interest, in-
cluding OID, on convertible debt until payment and
would be effective for convertible debt issued on or after
the date of first committee action.

Reduce dividends-received deduction to 50 per-
cent and eliminate dividends-received deduction
for certain preferred stock.—A corporate holder of
stock generally is entitled to a deduction for dividends
received on stock in the following amounts: 70 percent
if the recipient owns less than 20 percent of the stock
of the payor, 80 percent if the recipient owns 20 percent
or more of the stock, and 100 percent if the recipient
owns 80 percent or more of the stock. The Administra-
tion proposes to replace the 70- and 80-percent divi-
dends-received deduction with a 50-percent deduction
for dividends on common stock and most preferred
stock, effective for dividends paid or accrued more than
30 days after the date of enactment. In addition, the
Administration proposes to eliminate the 70- and 80-
percent dividends-received deduction for dividends on
certain limited-term preferred stock, effective for stock
issued after the date of enactment.

Modify holding period for dividends-received de-
duction.—The dividends-received deduction is allowed
to a corporate shareholder only if the shareholder satis-
fies a 46-day holding period for the dividend-paying
stock or a 91-day period for certain dividends on pre-
ferred stock. The 46- or 91-day holding period generally
does not include any time in which the shareholder
is protected from the risk of loss otherwise inherent
in the ownership of an equity interest. However, the
holding period requirement does not have to be proxi-
mate to the time the dividend distribution is made.
Effective for dividends paid or accrued more than 30
days after the date of enactment, the Administration
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proposes that for a dividend to be eligible for the divi-
dends-received deduction, the holding period require-
ment must be satisfied with respect to that dividend
over a period immediately before or immediately after
the taxpayer becomes entitled to receive the dividend.

Extend pro rata disallowance of tax-exempt in-
terest expense to all corporations.—No income tax
deduction is allowed for interest on debt used directly
or indirectly to acquire or hold investments the income
on which is tax-exempt. The determination of whether
debt is used to acquire or hold tax-exempt investments
depends on the holder of the instrument. For financial
institutions and dealers in tax-exempt investments,
debt generally is treated as financing all of the tax-
payer's assets proportionately. For corporations, other
than financial institutions and dealers, and for individ-
uals, deductions are disallowed only when indebtedness
is incurred or continued for the purpose of purchasing
or carrying tax-exempt investments. These corporations
are therefore able to reduce their tax liabilities inappro-
priately through the double Federal tax benefits of in-
terest expense deductions and tax-exempt interest in-
come. Effective for taxable years beginning after the
date of enactment, with respect to obligations acquired
on or after the date of first committee action, the Ad-
ministration proposes that all corporations other than
insurance companies be treated the same as financial
institutions are treated under current law with regard
to deductions for interest on debt used directly or indi-
rectly to acquire or hold tax-exempt obligations. The
proposal also would expressly apply these rules to relat-
ed parties, by treating all members of a consolidated
group (other than members that are insurance compa-
nies) as a single entity and by tracing debt and tax-
exempt holdings among other related parties.

Require average-cost basis for stocks, securities,
etc.—A taxpayer who sells stock or other securities is
allowed to account for the transaction by specifically
identifying the stock or securities or by using an ac-
counting system such as first-in, first-out or last-in,
first-out. The Administration proposes to require tax-
payers to determine their basis in substantially iden-
tical securities using the average of all their holdings
in the securities. Holding period would be determined
on a first-in, first-out basis. The method of determining
basis and holding period would apply to all securities,
including stocks, notes, bonds, and derivative financial
instruments. The proposal would be effective 30 days
after the date of enactment.

Require recognition of gain on certain stocks,
indebtedness and partnership interests.—Gain and
loss are generally taken into account for tax purposes
when realized. Gain or loss is usually realized with
respect to a capital asset at the time the asset is sold
or exchanged. Many transactions designed to reduce
or eliminate risk of loss and opportunity for gain on
financial assets generally do not cause realization. For
example, taxpayers may lock in gain on securities by

entering into a “short sale against the box,” that is,
the taxpayer owns securities that are the same as or
substantially identical to the securities borrowed and
sold short. It is inappropriate for taxpayers to be able
to dispose of the economic risks and rewards of owning
appreciated property without realizing income for tax
purposes. Therefore, the Administration proposes to re-
quire a taxpayer to recognize gain (but not loss) upon
entering into a constructive sale of any appreciated po-
sition in stock, a debt instrument, or a partnership
interest. A taxpayer would be treated as making a con-
structive sale of an appreciated position when the tax-
payer (or in certain limited circumstances, a person
related to the taxpayer) substantially eliminates risk
of loss and opportunity for gain by entering into one
or more positions with respect to the same or substan-
tially identical property. The proposal would generally
be effective for constructive sales entered into after the
date of enactment.

Change the treatment of gains and losses on ex-
tinguishment.—The tax law distinguishes between the
sale of a right or obligation to a third party and the
extinguishment or retirement of the right or obligation.
A sale to a third party can give rise to capital treatment
while an extinguishment is ordinary. Extinguishment
treatment has been eliminated for all debt instruments
except those issued by natural persons and for most
options and other positions in actively traded property.
The application of the extinguishment doctrine in other
contexts is unclear. The extinguishment doctrine allows
taxpayers to control whether gain or loss is capital or
ordinary by deciding whether to sell or extinguish a
contract. The Administration proposes to eliminate the
remaining portions of the extinguishment doctrine so
that gain or loss attributable to the cancellation, lapse,
expiration, or other termination of any right or obliga-
tion with respect to property that is or would be a
capital asset in the hands of the taxpayer would be
treated as gain or loss from the sale or exchange of
a capital asset. In addition, the proposal would repeal
the natural person exception for debt instruments. The
proposal would be effective 30 days after the date of
enactment.

Require reasonable payment assumptions for in-
terest accruals on certain debt instruments.—The
original issue discount (OID) rules do not measure in-
come appropriately for certain debt instruments that
are prepayable without interest or at reduced interest
rates. If the instruments are held in large pools, it
can be statistically predicted that a certain portion will
prepay. Prepayment assumptions are used to account
for certain debt instruments with payments based on
mortgages, but the OID rules otherwise ignore these
probabilities. The proposal would require taxpayers
that hold prepayable debt instruments in large pools
to use prepayment assumptions similar to the rules
that apply for debt instruments with payments based
on mortgages. The proposal would be effective for tax-
able years beginning after the date of enactment.
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Require gain recognition for certain extraor-
dinary dividends.—A corporate shareholder is gen-
erally allowed to deduct a percentage of dividends re-
ceived from another domestic corporation. Certain divi-
dends and dividend equivalent transactions are treated
as “extraordinary” dividends. If a corporate shareholder
receives an extraordinary dividend, the corporate share-
holder must reduce the basis of the stock to which
the distribution relates by the amount of the nontaxed
portion of the dividend (generally the amount of the
dividend that was deducted). If the nontaxed portion
of the dividend exceeds the basis of the stock, the ex-
cess is deferred and recognized on a later disposition
of the stock. If a shareholder’'s stock is redeemed, the
redemption may be treated as a dividend if the share-
holder’s interest in the corporation has not been mean-
ingfully reduced. In determining if a shareholder’s in-
terest has been meaningfully reduced, the ownership
of options to purchase stock may be treated as actual
stock ownership. The exclusion of a substantial portion
of the amount received by a corporate shareholder on
the redemption of its stock is inappropriate in certain
cases when options are used to create stock ownership.
Also, it is inappropriate to defer gain recognition when
the portion of the distribution that is excluded due to
the dividends received deduction exceeds the basis of
the stock with respect to which the extraordinary divi-
dend is received. The Administration proposes that cor-
porate shareholders will recognize gain on redemptions
of stock that are treated as dividends because of options
when the nontaxed portion of the dividend exceeds the
basis of the shares surrendered. In addition, immediate
gain recognition would be required whenever the basis
of stock with respect to which any extraordinary divi-
dend was received was reduced below zero. The pro-
posed change generally would be effective for distribu-
tions after May 3, 1995.

Repeal percentage depletion for non-fuel min-
erals mined on Federal and formerly Federal
lands.—Taxpayers are allowed to deduct a reasonable
allowance for depletion relating to certain mineral de-
posits. The depletion deduction for any taxable year
is calculated under either the cost depletion method
or the percentage depletion method, whichever results
in the greater allowance for depletion for the year. The
percentage depletion method is viewed as an incentive
for mineral production rather than as a normative rule
for recovering the taxpayer's investment in the prop-
erty. This incentive is excessive with respect to min-
erals mined on Federal and formerly Federal lands
under the 1872 mining act, in light of the minimal
costs of acquiring the mining rights ($5.00 or less per
acre). Effective for taxable years beginning after the
date of enactment, the Administration proposes to re-
peal percentage depletion for non-fuel minerals mined
both on Federal lands where the mining rights were
originally acquired under the 1872 law, and on private
lands acquired under the 1872 law.

Modify loss carryback and carryforward rules.—
Net operating losses (NOLs) generally can be used to
offset taxable income from the prior three taxable years
(carrybacks) and the succeeding 15 taxable vyears
(carryforwards). Because of the increased complexity
and administrative burden associated with carrybacks,
the carryback period should be shortened. The
carryforward period could be lengthened, however, to
allow taxpayers more time to utilize their NOLs with-
out increasing either complexity or administrative bur-
dens. The Administration proposes to limit carrybacks
of NOLs to one year and to extend carryforwards to
20 years, effective for NOLs arising in taxable years
beginning after the date of enactment.

Treat certain preferred stock as “boot.”—In reor-
ganization transactions, no gain or loss is recognized
except to the extent “other property” (boot) is received,;
that is, property other than certain stock, including
preferred stock. Upon the receipt of “other property,”
gain but not loss can be recognized. Because preferred
stock has an enhanced likelihood of recovery of prin-
cipal or of maintaining a dividend or both, such tax-
free treatment is inappropriate. The Administration
therefore proposes to treat certain preferred stock as
“other property,” subject to certain exceptions. The pro-
posal would be effective for transactions on or after
the date of first committee action.

Repeal tax-free conversions of large C corpora-
tions to S corporations (Section 1374).—A corpora-
tion can avoid the existing two-tier tax by electing to
be treated as an S corporation or by converting to a
partnership. Converting to a partnership is a taxable
event that generally requires the corporation to recog-
nize any built-in gain on its assets and requires the
shareholders to recognize any built-in gain on their
stock. By contrast, the conversion to an S corporation
is generally tax-free, except that the S corporation gen-
erally must recognize the built-in gain on assets held
at the time of conversion if the assets are sold within
ten years. Under the Administration’s proposal, the con-
version of a C corporation with a value of more than
$5 million into an S corporation would be treated as
a liquidation of the C corporation followed by a con-
tribution of the assets to an S corporation by the recipi-
ent shareholders. Thus, the proposal would require im-
mediate gain recognition by both the corporation (with
respect to its appreciated assets) and its shareholders
(with respect to their stock). This proposal makes the
tax treatment of conversions to an S corporation gen-
erally consistent with conversions to a partnership. The
proposal would apply to elections that are first effective
for a taxable year beginning on or after January 1,
1998 and to acquisitions of a C corporation by an S
corporation made after December 31, 1997.

Require gain recognition on certain distribu-
tions of controlled corporation stock.—A corpora-
tion is generally required to recognize gain on a dis-
tribution of property (including stock of a controlled
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corporation) unless the distribution meets certain re-
quirements. If various requirements are met, including
restrictions relating to acquisitions and dispositions of
stock of the distributing corporation or the controlled
corporation, a distribution of the stock of a controlled
corporation will be tax-free to the distributing corpora-
tion. Certain distributions may effectively be disposi-
tions of a business, in which case tax-free treatment
for the distributing corporation is inappropriate. Ac-
cordingly, the Administration proposes to adopt addi-
tional restrictions on acquisitions and dispositions of
the stock of a distributing corporation or controlled cor-
poration that are related to the distribution. Under this
proposal, the distributing corporation would recognize
gain on the distribution of the stock of the controlled
corporation if the shareholders of the distributing cor-
poration do not retain a sufficient stock interest (gen-
erally 50 percent) in the distributing and controlled
corporations during the four-year period commencing
two years prior to the distribution. For this purpose,
unrelated transactions (such as public trading on the
stock market) would be disregarded. This proposal
would be effective for distributions occurring on or after
the date of first committee action.

Reform the treatment of certain stock trans-
fers.—Certain sales of stock to a related corporation
are treated as the payment of a dividend by the pur-
chaser. In cases where the seller is a corporation that
does not actually own stock in the purchaser, taxpayers
may take the position that the transaction produces
tax benefits that would be unavailable if the purchaser
distributed a dividend to its actual shareholders. For
example, if a foreign-controlled domestic corporation
sells the stock of a subsidiary to a foreign sister cor-
poration, the domestic corporation may take the posi-
tion that it is entitled to credit foreign taxes that were
paid by the foreign sister corporation. In such cases,
the Administration proposes to limit the amount treat-
ed as a dividend (and the associated foreign tax credits)
from the purchaser to the amount of the purchaser’s
earnings and profits attributable to stock owned by U.S.
persons related to the seller. If the purchaser is a do-
mestic corporation, taxpayers may take the position
that stock basis need not be reduced by the nontaxed
portion of the dividend. The proposal would also clarify
that a deemed dividend from a purchaser that is a
domestic corporation should generally be treated as an
extraordinary dividend requiring a basis reduction. The
proposal would further require gain recognition to the
extent that the nontaxed portion exceeds the basis of
the shares transferred. The proposal would be effective
for transactions on or after the date of first committee
action.

Expand Subpart F provisions regarding income
from notional principal contracts and stock lend-
ing transactions.—Subpart F income includes income
from notional principal contracts referenced to foreign
currency, commodities, or interest rates, or to indices
based thereon. It also includes income with respect to

the lending of debt securities. Subpart F income does
not include income from equity swaps or other types
of notional principal contracts or income from transfers
of equities. Subpart F income should include income
from all types of notional principal contracts and from
stock-lending transactions, because such income is in-
distinguishable on policy grounds from other types of
highly mobile income already targeted by Subpart F.
The Administration is proposing to include in Subpart
F income the net income from equity swaps and certain
categories of notional principal contracts that are not
reached by current law, as well as income from stock
lending transactions. An ordinary-course-of-business ex-
ception would be provided for regular dealers in prop-
erty, forwards, options, notional principal contracts, and
similar financial instruments. The proposal would be
effective for taxable years beginning after the date of
enactment.

Modify taxation of captive “insurance” compa-
nies.—For tax purposes, “insurance” has been defined
by the courts to require “risk shifting” or “risk distribu-
tion.” In the case of a ‘“captive” insurance company,
one court has held that risk-shifting and risk-distribu-
tion requirements are satisfied even if the captive’s “re-
lated person insurance income” accounts for nearly 70
percent of its total business. The Administration pro-
poses that an insurance arrangement between a captive
insurer and a large shareholder of the captive generally
would not be respected as a valid insurance arrange-
ment if more than 50 percent of the captive’s net writ-
ten premiums were attributable to the insurance or
reinsurance of large-shareholder risks. In addition, such
a captive would not be considered an insurance com-
pany for tax purposes. The proposal would be effective
for taxable years beginning after the date of enactment.

Modify foreign tax credit carryback and
carryforward rules.—The United States permits tax-
payers to credit income taxes paid to a foreign govern-
ment against U.S. tax on foreign source income.
Through the foreign tax credit limitations, the Code
prevents the use of foreign tax credits to reduce U.S.
tax on U.S. source income. Under the foreign tax credit
mechanism, current foreign income taxes in excess of
the relevant current-year foreign tax credit limitation
are not creditable against current U.S. tax liabilities.
However, such excess foreign tax credits generally may
be carried back for two years and carried forward for
five years, and used as a credit to the extent there
is excess foreign tax credit limitation (that is, an excess
of the foreign tax credit limitation over creditable for-
eign taxes) in any of those years. Experience over the
years has shown, however, that carrybacks are associ-
ated with increased complexity and administrative bur-
dens as compared to carryforwards. Therefore, to reduce
such complexity and burdens, the proposal would limit
foreign tax credit carrybacks to one year and extend
foreign tax credit carryforwards to seven years. The
proposal would be effective for foreign taxes paid or
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accrued or deemed paid or accrued in taxable years
beginning on or after January 1, 1998.

Replace sales source rules with activity-based
rules.—The foreign tax credit generally reduces U.S.
tax on foreign source income, but does not reduce U.S.
tax on U.S. source income. Where products are manu-
factured in the United States and sold abroad, Treasury
regulations provide that 50 percent of such income gen-
erally is treated as earned in production activities, and
sourced on the basis of the location of assets held or
used to produce income from the sale. The remaining
50 percent of the income is treated as earned in sales
activities and sourced based on where title to the inven-
tory transfers. Thus, if a U.S. manufacturer sells inven-
tory abroad, half of the income generally is treated
as derived from domestic sources, and half of the in-
come generally is treated as derived from foreign
sources. However, the taxpayer may use a more favor-
able method if it can establish to the satisfaction of
the IRS that more than half of its economic activity
occurred in a foreign country. This 50/50 rule provides
a benefit to U.S. exporters that operate in high-tax
foreign countries. Thus, U.S. multinational exporters
have a competititive advantage over U.S. exporters that
conduct all their business activities in the United
States. Because export benefits should be targeted
equally to all exporters, the proposal reduces the
amount of export sales income that such corporations
may treat as derived from foreign sources by requiring
that the allocation be based on actual economic activity.
The proposal would be effective for taxable years begin-
ning after the date of enactment.

Modify rules relating to foreign oil and gas ex-
traction income.—To be eligible for the U.S. foreign
tax credit, a foreign levy must be the substantial equiv-
alent of an income tax in the U.S. sense, regardless
of the label the foreign government attaches to it.
Under regulations, a foreign levy is a tax if it is a
compulsory payment under the authority of a foreign
government to levy taxes and is not compensation for
a specific economic benefit provided by the foreign coun-
try. Taxpayers that are subject to a foreign levy and
that also receive (directly or indirectly) a specific eco-
nomic benefit from the levying country are referred to
as “dual capacity” taxpayers and may not claim a credit
for that portion of the foreign levy paid as compensation
for the specific economic benefit received. The proposal
would treat as taxes payments by a dual-capacity tax-
payer to a foreign country that would otherwise qualify
as income taxes or “in lieu of” taxes, only if there is
a “generally applicable income tax” in that country.
For this purpose, a generally applicable income tax is
an income tax (or a series of income taxes) that applies
to trade or business income from sources in that coun-
try, so long as the levy has substantial application both
to non-dual-capacity taxpayers and to persons who are
citizens or residents of that country. Where the foreign
country does generally impose an income tax, as under
present law, credits would be allowed up to the level

of taxation that would be imposed under that general
tax, so long as the tax satisfies the new statutory defi-
nition of a “generally applicable income tax.” The pro-
posal would treat foreign oil and gas income as Subpart
F income. It also would create a new foreign tax credit
basket within Section 904 for foreign oil and gas in-
come. The proposal would be effective for taxable years
beginning after the date of enactment. The proposal
would yield to U.S. treaty obligations that allow a credit
for taxes paid or accrued on certain oil or gas income.

Phase out preferential tax deferral for certain
large farm corporations required to use accrual
accounting.—Under the Revenue Act of 1987, family
farm corporations were required to change to the ac-
crual method of accounting if their gross receipts ex-
ceeded $25 million in any taxable year beginning after
1985. However, in lieu of including in gross income
the entire amount of the adjustment attributable to
the change in accounting method, a family farm cor-
poration could establish a suspense account. The
amount of the suspense account was to be included
in gross income if the corporation ceased to be a family
corporation or to the extent the gross receipts of the
corporation from farming declined. To eliminate the po-
tential indefinite deferral of the adjustment, the Admin-
istration proposes to repeal the ability of family farm
corporations to establish such suspense accounts. Any
taxpayer subsequently required to change to the accrual
method of accounting would be required to take the
adjustment into account generally over a ten-year pe-
riod. Any existing suspense accounts would be restored
to income ratably over a ten-year period, or sooner to
the extent provided under existing law. This provision
would be effective for taxable years beginning after Sep-
tember 13, 1995.

Repeal lower of cost or market inventory ac-
counting method.—Taxpayers required to maintain
inventories are permitted to use a variety of methods
to determine the cost of their ending inventories, in-
cluding the last-in, first-out (LIFO) method, the first-
in, first-out (FIFO) method, and the retail method. Tax-
payers not using a LIFO method may determine the
carrying values of their inventories by applying the
lower of cost or market (LCM) method and by writing
down the cost of goods that are unsalable at normal
prices or unusable in the normal way because of dam-
age, imperfection or other causes (subnormal goods
method). The allowance of write-downs under the LCM
and subnormal goods methods is essentially a one-way
mark-to-market method that understates taxable in-
come. The Administration proposes to repeal the LCM
and subnormal goods methods, effective for taxable
years beginning after the date of enactment.

Repeal components of cost inventory accounting
method.—Taxpayers that use the LIFO method to de-
termine the cost of their ending inventories may use
a variety of dollar-value methods, including double ex-
tension, link-chain and other index methods, in order
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to determine whether an increment has occurred and
the cost of that increment. Certain taxpayers are per-
mitted to use simplified LIFO methods based on exter-
nally developed price indexes. Some taxpayers that use
a dollar-value, double-extension method make their
computations with respect to the three components of
cost (materials, labor and overhead) of their finished
goods and work-in-process inventories (the COC meth-
od), rather than the aggregate cost of these goods (the
total product cost method). The COC method, in many
cases, does not adequately account for technological effi-
ciencies in which skilled labor is substituted for less-
skilled labor or where overhead costs replace direct
labor costs. The Administration is proposing to repeal
the COC method effective for taxable years beginning
after the date of enactment.

Expand requirement that involuntarily con-
verted property be replaced with property acquired
from an unrelated party.—Gain realized by tax-
payers from certain involuntary conversions is deferred
to the extent the taxpayer purchases property similar
or related in service or use to the converted property
within a specified period of time. C corporations (and
partnerships with one or more corporate partners that
own more than 50 percent of the capital or profits inter-
est in the partnership) generally are not entitled to
defer gain if the replacement property is purchased
from a related person. The Administration proposes to
extend this rule to any other taxpayer, including an
individual, that acquires replacement property from a
related person, unless the taxpayer has an aggregate
realized gain of $100,000 or less during the year as
a result of involuntary conversions. In the case of a
partnership or S corporation, the $100,000 annual limi-
tation would apply to the entity and each partner or
shareholder. The proposal would generally be effective
for involuntary conversions occurring after September
13, 1995.

Place further restrictions on like-kind exchanges
involving personal property.—An exchange of prop-
erty, like a sale, is generally a taxable transaction.
However, no gain or loss is recognized if property held
for productive use in a trade or business or for invest-
ment is exchanged for property of a like kind that is
to be held for productive use in a trade or business
or for investment. In general, any kind of real estate
is treated as of a like kind with other real property;
however real property located in the United States and
real property located outside the United States are not
of a like kind. For personal property, property of a
“like class” is treated as being of a like kind; no restric-
tions apply with regard to location in or outside the
United States. To conform the limitations on exchanges
of personal property to the limitations on exchanges
of real property, the Administration proposes that effec-
tive for exchanges on or after the date of first commit-
tee action, personal property located in the United
States and personal property located outside the United
States would not be treated as like kind.

Require registration of certain confidential cor-
porate tax shelters.—Many corporate tax shelters are
not registered with the Internal Revenue Service (IRS).
Requiring registration of corporate tax shelters would
allow the IRS to make better informed judgments re-
garding the audit of corporate tax returns and to mon-
itor whether legislation or administrative action is nec-
essary regarding the type of transactions being reg-
istered. The Administration is therefore proposing the
registration of any investment, plan, arrangement or
transaction: (1) a significant purpose of the structure
of which is tax avoidance or evasion by a corporate
participant, (2) that is offered to any potential partici-
pant under conditions of confidentiality, and (3) for
which the tax shelter promoter may receive total fees
in excess of $100,000. The proposal would be effective
for any tax shelter offered to potential participants after
the date the Secretary of the Treasury prescribes guid-
ance regarding the filing requirements.

Require reporting of payments to corporations
rendering services to Federal agencies.—All persons
engaged in a trade or business and making payments
of $600 or more to another person in remuneration
for services generally must report those payments to
the IRS and to the recipient. No reporting is required
if the recipient is a corporation, permitting significant
amounts of income to escape the tax system. To ensure
that corporations that do business with the Federal
Government appropriately report as income their pay-
ments from the Federal Government, the Administra-
tion proposes to require executive agencies to report
payments of $600 or more made to corporations for
services rendered. The proposal would be effective for
returns the due date of which is more than 90 days
after the date of enactment.

Increase penalties for failure to file correct in-
formation returns.—Any person who fails to file re-
quired information returns in a timely manner or incor-
rectly reports such information is subject to penalties.
For taxpayers filing large volumes of information re-
turns or reporting significant payments, existing pen-
alties ($15 per return, not to exceed $75,000 if corrected
within 30 days; $30 per return, not to exceed $150,000
if corrected by August 1; and $50 per return, not to
exceed $250,000 if not corrected at all) may not be
sufficient to encourage timely and accurate reporting.
The Administration proposes to increase the general
penalty amount, subject to the overall dollar limita-
tions, to the greater of $50 per return or 5 percent
of the total amount required to be reported. The in-
creased penalty would not apply if the aggregate
amount actually reported by the taxpayer on all returns
filed for that calendar year was at least 97 percent
of the amount required to be reported. The increased
penalty would be effective for returns the due date for
which is more than 90 days after the date of enactment.

Tighten the substantial understatement penalty
for large corporations.—Currently taxpayers may be
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penalized for erroneous, but non-negligent, return posi-
tions if the amount of the understatement is “substan-
tial” and the taxpayer did not disclose the position in
a statement with the return. “Substantial” is defined
as ten percent of the taxpayer’s total current tax liabil-
ity, but this can be a very large amount. This has
led some large corporations to take aggressive reporting
positions where huge amounts of potential tax liability
are at stake—in effect playng the audit lottery—with-
out any downside risk of penalties if they are caught,
because the potential tax still would not exceed ten
percent of the company’s total tax liability. To discour-
age such aggressive tax planning, the proposal consid-
ers any deficiency greater than $10 million to be “sub-
stantial” for purposes of the substantial understatement
penalty, whether or not it exceeds ten percent of the
taxpayer’s liability. The proposal, which would be effec-
tive for taxable years beginning after the date of enact-
ment, affects only taxpayers that have tax liabilities
greater than or equal to $100 million.

Repeal exemption for withholding on gambling
winnings from bingo and keno in excess of
$5,000.—Proceeds of most wagers with odds of less
than 300 to 1 are exempt from withholding, as are
all bingo and keno winnings. The proposal would im-
pose withholding on proceeds of bingo or keno in excess
of $5,000 at a rate of 28 percent, regardless of the
odds of the wager, effective for payments made after
the date of enactment.

Require tax reporting for payments to attor-
neys.—Tax information reporting is required for per-
sons engaged in a trade or business making payments
of rent, salaries, wages, or other fixed or determinable
income in the course of the trade or business. Treasury
regulations require a payor to report payments of attor-
ney's fees if the payments are made in the course of
a trade or business, although generally a payor is not
required to report payments made to corporations. If
a payment to an attorney is a gross amount, and it
cannot be determined what portion is the attorney's
fee (as in the case of lump-sum judgments or settle-
ments made jointly payable to a lawyer and a plaintiff),
then no reporting is required. The Administration pro-
poses requiring that any person making a payment in
the course of a trade or business to a lawyer or a
law firm, whether as sole or joint payee, report the
payment to the IRS. When the portion that constitutes
fees cannot be determined, the amount paid would be
reported as gross proceeds. A lawyer receiving a pay-
ment would be required to provide his or her taxpayer
identification number to the payor or be subject to
backup withholding and applicable penalties. The ex-
ception for payments to corporations would not apply
to payments of attorney’s fees. The proposal would be
effective for payments made after December 31, 1997.

Extend oil spill excise tax.—Before January 1,
1995, a five-cents-per-barrel excise tax was imposed on
domestic crude oil and imported oil and petroleum prod-

ucts. The tax was dedicated to the Oil Spill Liability
Trust Fund to finance the cleanup of oil spills and
was not imposed for a calendar quarter if the unobli-
gated balance in the Trust Fund exceeded $1 billion
at the close of the preceding quarter. The Administra-
tion proposes to reinstate this tax for the period after
the date of enactment and before October 1, 2007. The
tax would be suspended for a given calendar quarter
if the unobligated Trust Fund balance at the end of
the preceding quarter exceeded $2.5 billion.

Impose excise taxes on kerosene as diesel fuel.—
A 24.3-cents-per-gallon excise tax is imposed on diesel
fuel upon removal from a registered terminal facility
unless the fuel is indelibly dyed and is destined for
a nontaxable use. Treasury regulations provide that
kerosene is not treated as a diesel fuel for this purpose;
thus, undyed kerosene is not subject to the diesel fuel
excise tax when it is removed from a terminal. Undyed
kerosene is subject to tax, however, when it is blended
with previously taxed diesel fuel. Some producers of
this blended fuel may not be paying the tax, thereby
placing complying taxpayers at a competitive disadvan-
tage and resulting in revenue losses to the Federal
government. Effective July 1, 1998, the Administration
proposes to tax kerosene as diesel fuel when it is re-
moved from a terminal. Exceptions would be provided
for aviation fuel and, to the extent provided in regula-
tions, for feedstock uses. In addition, special refund
rules would apply in certain cases of kerosene used
for heating purposes.

Limit extension of tax credit for producing fuel
from a nonconventional source.—The Small Busi-
ness Job Protection Act extended the $3 per barrel syn-
thetic fuels tax credit to apply to synthetic fuels from
coal and gas from biomass sold before January 1, 2008,
if produced from facilities placed in service before July
1, 1998, pursuant to a binding contract entered into
before January 1, 1997. The prior law placed in service
and binding contract dates had been January 1, 1997
and January 1, 1996, respectively. The Administration
proposes to modify the extension of the placed-in-service
date by moving it to July 1, 1997; the binding contract
date would not be modified.

Extend and modify Federal Unemployment Act
(FUTA) provisions.—The temporary unemployment
surtax of 0.2 percent imposed on employers, which is
scheduled to expire with respect to wages paid after
December 31, 1998, is proposed to be extended through
December 31, 2007. Beginning in 2002, the Administra-
tion proposes to require an employer to pay Federal
and State unemployment taxes monthly (instead of
guarterly) in a given year, if the employer's FUTA tax
liability in the immediately prior year was $1,100 or
more.

Other Provisions That Affect Receipts

Extend environmental tax on corporate taxable
income deposited in the Hazardous Substance
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Superfund Trust Fund.—A tax equal to 0.12 percent
of alternative minimum taxable income (with certain
modifications) in excess of $2 million is levied on all
corporations and deposited in the Hazardous Substance
Superfund Trust Fund. The Administration proposes to
reinstate this tax, which expired on December 31, 1995,
for taxable years beginning after December 31, 1996
and before January 1, 2008.

Extend excise taxes deposited in the Hazardous
Substance Superfund Trust Fund.—The excise taxes
that are levied on petroleum, chemicals, and imported
substances and deposited in the Hazardous Substance
Superfund Trust Fund, are proposed to be reinstated
for the period after the date of enactment and before
October 1, 2007. These taxes expired on December 31,
1995.

Extend excise taxes deposited in the Leaking Un-
derground Storage Tank (LUST) Trust Fund.—The
excise taxes that are levied on gasoline, other motor
fuels, methanol and ethanol fuels, aviation fuel, and
on fuels used in inland waterways and deposited in
the LUST Trust Fund, expired on December 31, 1995.
The Administration proposes to reinstate these taxes
for the period after the date of enactment and before
October 1, 2007.

Extend excise taxes deposited in the Airport and
Airway Trust Fund/assess fees for Federal Aviation
Administration (FAA) services.—The excise taxes
that are levied on domestic air passenger tickets, inter-
national departures, domestic air cargo and non-com-
mercial aviation fuels and deposited in the Airport and
Airway Trust Fund, are proposed to be reinstated for
the period April 1, 1997 through September 30, 2007.
These taxes expired on December 31, 1996. The Admin-
istration will propose legislation to completely replace
these taxes, effective October 1, 1998, with cost-based
user fees, as part of the Administration’s effort to create
a more business-like Federal Aviation Administration.

Extend the Generalized System of Preferences
(GSP) and modify other trade provisions.—Under
GSP duty-free access is provided to over 4,000 items
from eligible developing countries that meet certain
worker rights, intellectual property protection, and
other criteria. The Administration proposes to extend
the program, which expires May 31, 1997. The Adminis-
tration also proposes to provide expanded trade benefits
mainly on textiles and apparel to Caribbean Basin
countries that meet new eligibility criteria to prepare
for a future free trade agreement with the U.S. The
program is proposed to expire on September 30, 2005.
The Administration also proposes to implement the
OECD Shipbuilding Agreement.

Assess fees for examination of FDIC-insured
banks and bank holding companies (receipt ef-
fect).—The Administration proposes to require the Fed-
eral Deposit Insurance Corporation (FDIC) and the Fed-

eral Reserve to assess fees for examination of FDIC-
insured banks and bank holding companies. The Fed-
eral Reserve currently funds the costs of such examina-
tions from earnings; therefore, deposits of earnings by
the Federal Reserve, which are classified as govern-
mental receipts, will increase by the amount of the
fees.

Modify method of reimbursing Federal Reserve
Banks.—Beginning in fiscal year 1998 and thereafter,
the Administration proposes to appropriate such sums
as may be necessary to reimburse Federal Reserve
Banks in their capacity as depositaries and fiscal
agents for the United States for all services required
or directed by the Secretary of the Treasury to be per-
formed by such banks on behalf of the Treasury or
other fiscal agencies. These payments to the Federal
Reserve Banks would be deficit neutral because they
would result in corresponding increases in deposits of
earnings by the Federal Reserve.

Establish IRS continuous levy.—The Administra-
tion seeks to strengthen the enforcement tools available
to the IRS to recover delinquent tax debt. New author-
ity is proposed for the IRS to effect a continuous levy
on non-means tested Federal payments, such as Federal
salaries and pensions, received by individuals who owe
delinquent tax debt.

Assess fees for National Transportation Safety
Board (NTSB) aviation accident investigation ac-
tivities.—Beginning in 1998, the Administration pro-
poses to charge a fee on commercial air carrier oper-
ations to offset a portion of the NTSB’s growing cost
of commercial aviation accident investigations.

Establish alien labor certification fee.—To pro-
tect U.S. workers, the Employment and Training Ad-
ministration of the Department of Labor administers
the Alien Labor Certification program. This program
determines the admissibility of aliens to work in the
United States. Consistent with a recommendation by
the National Performance Review, the Administration
proposes to charge employers who benefit from the pro-
gram a fee for alien labor certification services.

Exempt Federal vaccine purchases from the pay-
ment of the vaccine excise tax.—The Administration
proposes to exempt vaccine purchases paid through
grants from the Centers for Disease Control and Pre-
vention and the Health Care Financing Administration
from payment of the vaccine excise tax. The proposal
is effective for purchases after September 30, 1997 and
before September 30, 1998.

Extend and increase Food and Drug Administra-
tion (FDA) user fees.—To finance FDA activities, the
Administration proposes to reauthorize the Prescription
Drug User Fee Act (PDUFA) of 1992 and the Mammaog-
raphy Quality Standards Act (MQSA), which are cur-
rently authorized through fiscal year 1997. PDUFA au-
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thorizes the collection of fees paid by the pharma-
ceutical industry to expedite FDA's review of human
drug applications and MQSA authorizes the collection
of fees for the inspection of mammography facilities.
Along with the continued collection of these fees, the
Administration proposes new fees effective October 1,
1997 for medical device reviews, animal drug approvals,
import inspections, food additive petition reviews, ge-
neric/over-the-counter drug applications, and the
postmarket surveillance of products.

Initiate Health Care Financing Administration
(HCFA) Medicare survey and certification fee.—In
order to participate in the Medicare program (or the
Medicaid program for dually-participating providers),
providers must demonstrate that they comply with Fed-
eral health and safety standards. Program certification
allows them to provide services to Medicare and Medic-
aid beneficiaries. Beginning in fiscal year 1998, the Ad-
ministration would require State survey agencies to im-
pose fees on health care providers for initial surveys
required as a condition of participation in the Medicare
program. The proposal would allow State survey agen-
cies to collect and retain fees from health care providers
to cover the cost of conducting initial surveys.

Increase employee contributions to the Civil
Service Retirement System (CSRS) and the Federal
Employees Retirement System (FERS).—The Admin-
istration proposes to increase employee contributions

to CSRS and FERS by 0.5 percent of base pay in three
steps. Contributions would increase by 0.25 percent of
base pay on January 1, 1999, another 0.15 percent on
January 1, 2000 and a final 0.10 percent on January
1, 2001. These higher contribution rates would be effec-
tive through 2002; on January 1, 2003, contribution
rates would return to the levels in effect on December
31, 1998.

Modify Federal pay raise (receipt effect).—The
Administration is proposing a pay raise of 2.8 percent
for 1998, less than the raise that would take effect
under normal operation of the law. This raise would
cover both the national schedule and the locality pay
adjustments. The lower proposed pay raise affects Fed-
eral employees’ contributions to CSRS and FERS.

Tax Simplification and Taxpayers’ Rights

The Administration continues to support revenue-
neutral initiatives designed to promote sensible and eg-
uitable administration of the tax laws. These include
simplification, technical corrections, and taxpayer com-
pliance measures. The Administration will propose to
Congress in the near future a package of measures
to simplify the tax laws and enhance taxpayers’ rights.
In addition to legislative initiatives, the Administration
is committed to taking appropriate administrative ac-
tion to simplify tax laws and enhance procedural safe-
guards for taxpayers.

Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS
(In billions of dollars)
Estimate
1997 1998 1999 2000 2001 2002 1998-2002
Provide tax relief and extend expiring provisions:

Middle Class Bill of Rights:
Provide tax credit for dependent children ........ -0.7 -9.9 -6.8 -8.6 -104 -104 -46.0
Expand Individual Retirement ACCOUNS (IRAS) .....cvucvuiriicieriieninseiseiseseissssssssenenesseeesenenes | seenessseneons -15 -05 -0.8 -1.2 =17 -55
Provide tax incentive for education and training ........ccccccverrurerrenrinsnsnsnsssesnsessseseses s -0.1 -4.0 -6.2 -7.8 -8.6 -94 -36.1
Subtotal, Middle Class Bill 0f RIGNLS ... -0.8 -15.4 -135 -17.2 -20.2 -21.4 -87.6
Provide targeted welfare-to-work taX Credit ... eeneiens | sevneiseineens -0.1 -0.1 -0.2 -0.1 -0.1 -0.6
Provide capital gains exclusion on sale of principal residence -0.1 -0.3 -0.3 -0.3 -0.3 -0.2 -14
Establish DC tax inCENtIVE PrOGIAM ......c.viueuerrererinrieeseieiseessssessesisessseiesssessssssessessessesssessnesnsssssies | soneessssnees —* —* -0.1 -0.1 -0.1 -0.3
Provide estate tax relief for Small BUSINESS ........covvieiiiinceesresenseeseenes | e —* -0.2 -0.2 -0.2 -0.2 -0.7
Provide tax incentives for distressed areas —* -0.4 -0.5 -0.5 -0.5 -0.4 -23
Provide tax credit for investment in community development financial institutions (CDFI) . —* —* —* —* —* —*
Toll statute of limitations for incapacitated tAXPAYETS .........ccverriererniiereeneieensisenssienseessssseninss | servnennenee | vevnensiine | evvsneninnes | oevnennenins —* —* -0.1
Allow Foreign Sales Corporation (FSC) benefits for computer software licenses —* -0.1 -0.1 -0.1 -0.1 -0.1 -0.6
Extend exclusion for employer-provided educational assistance ............coceeenes -0.1 -0.6 -0.7 -0.8 =02 | e -2.3
Extend R&E tax Credit ... -0.4 -0.8 -0.5 -0.2 -0.1 —* -17
Extend orphan drug tax credit .. —* —* —* —* —* —* —*
Extend work opportunity tax credit ...........cooovvernnnes -0.1 -0.2 -0.1 —* —* -04
Extend deduction for contributions of appreciated stock . —* ] e | e | -0.1
Extend and modify Puerto Rico economic-activity tax credit —* -0.1 -0.1 -0.1 -0.1 -04
Subtotal, Provide tax relief and extend expiring ProviSioNS .........cccoeeieieeeensensineeeiseineineineins -14 -17.9 -16.2 -19.6 -21.9 -22.8 -98.4

Eliminate unwarranted benefits and adopt other revenue measures:

Deny interest deduction on certain debt iINSTUMENES ..........ccviiiniiinc e * 0.1 0.1 0.2 0.2 0.3 0.8
Defer original issue discount deduction on convertible debt ... | i, * * * * 0.1 0.2
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued

(In billions of dollars)

Estimate
1997 1998 1999 2000 2001 2002 1998-2002
Limit dividends-received deduction (DRD):

Reduce DRD to 50 percent ............ 0.3 0.3 0.4 0.4 0.4 17

Eliminate DRD for certain stock . * * * * 0.1 0.2

Modify holding period for DRD ... * * * * * 0.1

Interaction § —* —* —* —* —* —*
Extend pro-rata disallowance of tax-exempt interest expense to all COrporations ...........ccuvvcveies | woveeveenees * * * 0.1 0.1 0.2
Require average-cost basis for Stocks, SECUMLIES, BIC. ... | ereseeneons 0.6 0.6 0.6 0.6 0.6 3.0
Require recognition of gain on certain stocks, indebtedness and partnership interests . * 0.1 0.1 0.1 0.1 0.3
Change the treatment of gains and l0Sses on extinUISIMENT ...........ccouvvrrierenneeeeeees * * * * * *
Require reasonable payment assumptions for interest accruals on certain debt instruments .......... | «.oceeen. 0.1 0.2 0.3 0.3 0.2 11
Require gain recognition for certain extraordinary dividends ...........c.coevrnrnneeeeeeenes 0.4 0.6 * * * * 0.6
Repeal percentage depletion for non-fuel minerals mined on Federal and formerly Federal lands * 0.1 0.1 0.1 0.1 0.1 0.5
Modify loss carryback and Carryforward FUIBS .........c.ccoceeeririirieneiniineissisesiseesesse e * 0.1 0.6 0.8 0.7 0.6 2.9
Treat certain preferred stock as “boot” .........ccccvevvirecniiininenens * 0.1 0.2 0.2 0.2 0.1 0.8
Repeal tax-free conversions of large C corporations to S corporations ........ TP R * * * * * 0.1
Require gain recognition in certain distributions of controlled corporation Stock .........cccccoereiriurennes * 0.1 0.1 0.1 0.1 0.1 0.3
Reform treatment of certain StOCK tranSTErS ... * 0.1 0.1 0.1 0.1 0.2 0.7
Expand Subpart F provisions regarding certain income * * * * * 0.2
Modify taxation of captive “insurance” companies .......... * * * * * 0.1
Modify foreign tax credit carryback and carryforward rules . * 0.3 0.3 0.3 0.3 12
Replace sales source rules with activity-based rules .............. 0.9 15 1.6 1.8 19 75
Modify rules relating to foreign oil and gas extraction income ... * 0.1 0.1 0.1 0.1 04
Phase out preferential tax deferral for certain large farm corporations required to use accrual ac-

COUMBING  +evvrevtsessereseesseessse st es bbb * 0.1 0.1 0.1 0.1 0.1 0.6
Initiate inventory reform:

Repeal lower of cost or market MEthOd ... * 0.2 0.4 0.4 04 0.2 15

Repeal components 0f COSt MELNOU ........cc.cvririieieece e * 0.1 0.2 0.2 0.2 0.2 0.9
Expand requirement that involuntarily converted property be replaced with property acquired from

AN UNFEIALEA PAMY ovvvveceeeiceeieeesesi ettt neenens | seneinennias * * * * * *
Place further restrictions on like-kind exchanges involving personal property .. * * * * * * 0.1
Require registration of certain corporate tax Shelters .........ccoverennenenininennens * * * * * *
Require reporting of payments to corporations rendering services to Federal agencies . . * * * * 0.1 0.2
Increase penalties for failure to file correct information FEtUMS .........ccoovieererineeeeeeseieies * * * * * 0.1
Tighten substantial understatement penalty for large COrporations ...........cevenrnecneinniiniinens | ovvvnienenens * * * * * 0.2
Repeal exemption for withholding on gambling winnings from bingo and keno in excess of

B5,000 .ouerurereeeaessee st * * * * * * *
Require tax reporting for payments to attorneys ... | s * * * * *
Extend oil spill excise tax® ......covvreiniinininns * 0.2 0.2 0.2 0.2 11
Impose excise taxes on kerosene as diesel fuel* § * * * * * 0.2
Limit extension of tax credit for producing fuel from a nonconventional SOUICE .........c.coecvrveviennen. * 0.1 0.1 0.1 0.1 0.1 0.5
Extend and modify FUTA provisions:

EXIENA FUTA SUMAX L oooioiiieiecineieetscen st ssssssssenssesssssssssssssssssssssessssssnsssenss | senensnnssine | sosssneesnnes 0.9 1.2 13 13 4.7

Accelerate deposit of Unemployment INSUFANCE TAXES .......cvererercrereeeineineiseiseineississsssessnenieins | sverinsenens | e | sevensnnins | vveeenienne | eoveneenenens 13 13

Subtotal, Eliminate unwarranted DENEFILS ..o 0.6 41 6.3 7.3 7.6 8.9 34.3

Other provisions that affect receipts:

Extend corporate environMENtal taX 2 ..........ccvuvevnimirinieinininsiesiniesse s sessisnes | e 11 0.7 0.8 0.8 0.8 4.2
Extend Superfund excise taxes? ... 0.1 0.7 0.7 0.7 0.7 0.7 34
Extend LUST excise taxes? .......cccoen.n. * 0.1 0.1 0.1 0.1 0.1 0.6
Extend aviation excise taxes/new user fees®.3 ... 2.3 5.0 6.7 6.6 6.8 7.0 322
Extend GSP and modify other trade proviSionS L ... seseesssessssens | sesssssssnsens -0.7 -05 -0.6 -0.7 -0.8 -33
Assess fees for examination of FDIC-insured banks and bank holding companies (receipt ef-

FECE) L et 0.1 0.1 0.1 0.1 0.1 04
Modify method of reimbursing Federal Reserve Banks (receipt effect) . » 0.1 0.1 0.1 0.1 0.1 0.6
Establish IRS CONtNUOUS TBVY ......uvvriiiiriiiiiiicriniceesiesisses st sssesssisnes | soneesssinees 0.4 0.4 0.4 0.3 0.2 1.6
Assess fees for NTSB aviation accident investigation activitieS 1 .........ccovverrrrnrerieneneneeeneeneens * * * * * *
Establish alien labor certification fee * * * * * 0.2
Exempt Federal vaccine purchases from the payment of vaccine excise taxes?! 0.1 | e e [ e | e -0.1
Extend and increase FDA USET fEES L .......coviirvrirerneirecnriniereeseceianene 0.2 0.2 0.2 0.2 0.2 1.0
Initiate HCFA Medicare survey and certification fee® .. * * * * * *
Increase employee contributions to CSRS and FERS . | e | 0.2 0.4 0.6 0.6 1.8
Modify Federal pay raise (reCeipt effECt) ........ccoiriuiiirerrss e -0.2 -0.2 -0.2 -0.2 -0.2 -1.0

SUBLOTAL, OINET ..ot 24 6.8 85 8.6 8.8 9.0 417
Subtotal, Eliminate unwarranted benefits and other provisions that affect receipts ............. 3.0 10.9 14.9 15.9 16.4 17.9 76.0
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In billions of dollars)

Estimate
1997 1998 1999 2000 2001 2002 1998-2002
Total effect of proposals 1.6 -7.0 -14 =37 -55 -4.9 -22.4

*$50 million or less.

1Net of income offsets.

2Net of deductibility for income tax purposes.

3The aviation excise taxes are proposed to be reinstated effective April 1, 1997. In addition, the Administration proposes that aviation excise taxes be repealed effective October 1, 1998 and replaced with cost-based user fees.
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Table 3-4. RECEIPTS BY SOURCE

(In millions of dollars)

1996 1997 1998 1996 1997 1998
Source actual | estimate | estimate Source actual | estimate | estimate
Individual income taxes (federal funds): Total Federal fund eXCiSe taXxes ........cccoeverrrunes 25,447 26,168 27,677

EXIStNG QW ...voeiiiceeeee s 656,417| 674,342 708,356

Proposal (PAYGO) ......ccovvvivereneriineiniiseisnssienins | erneeeesnesenens -1,659 | - 17,178 Trust funds:

Proposal (NON-PAYGO) ... [oeriiniissiens e 21 HIGhWAY oo 24,651 24,880 25,332
o ) Proposal (PAYGO) .......covurvvniiinniiiinniiinnnns eensiinnisnans 2 - 617

Total individual income taxes .........cccoeovereneuneenes 656,417| 672,683 691,199 AIFPOIt and AIMWAY ..ooreeeeereeeeessseeeesseeen 2,369 1,439,
o Proposal (PAYGO) ....c.cccovneurereenrneneninines [ererieineineinens 3,384 6,391
Corporation income taxes: Aquatic resources ............... 315 324 331

Federal funds: Black lung disability insurance . 614 604 613
EXIStNG 18W .ovvvsvrssessscsssesssnn 171,501 176,196 187,009 INland Waterway ..........oooooocrreesree 108 117 121
Proposal (PAYGO) .vvvvsvesvnsvnsvssssssssnss oo -1 1,280 Hazardous substance superfund KUIC] IR I
Proposal (non-PAYGO) """"""""""""""""""""""""""""""""""""" 4 Pr0p05a| (PAYGO)

- Oil spill liability .......oevvrerereiriireieinineieineis

Total Federal funds corporation income taxes ... 171,501 176,195 188,293 Proposal (PAYGO)

Trust funds: Vaccine injury compensation ... 115 125 125
Hazardous substance SUperfund ................. 323 al Prpposal (NON-PAYGO) ..o [erreeneinenens [ - 73
PIOPOSEl (PAYGO) rvveeveseeseesessrsesssesssns|eesssssesssees | seeesenssnss 1,369 Leaking underground storage tank A8 | e

Proposal (PAYGO) ....c.ccovreeerreenrnnnninsnsinns [erereereeneinens 23 162
Total corporation iNCOMe taxes ........cccoerevrerneenes 171,824| 176,199| 189,662 )
Total trust funds excise taxes ......c..oovrveneerees 28,567 31,079 33,562
Sofcl;ildlsr)]:surance taxes and contributions (trust Total EXCISE TAXES ....vvereeeereriereieeeieeinererieis 54,014 57,247 61,239
Employment taxes and contributions: .
Old-age and survivors insurance (Off-budget) 311,869 334,139| 349435  Estate and gift taxes:
Disability insurance (Off-budget) ...........ccceecec 55,623|  54,764| 55,509 EXISHNG (W .ovvveroiirrennins 17,189| 17,588 18818
Hospital INSUFANCE .....vvvvvvvvrvvvvvvvesresssssssss 104,997| 109,180 114,167 Proposal (PAYGO) ... -1
Railroad retirement:
Social Security equivalent account ............. 1,510 1,496 1,486  Total estate and gift taxes ... 17,189 17,588 18,817
Rail pension and supplemental annuity ...... 2,362 2,384 2,375
Customs duties:
Total employment taxes and contributions .......... 476,361| 501,963| 522,972 Federal funds ........ococeveeversieieieieee s 17,910 16,545 18,271
Proposal (PAYGO) - 799
On-budget 108,869 113,060 118,028 TEUSE FUNTS oo e 835
Off-budget 367,492| 388,903 404,944
) Total customs dUties ..........ccccveverveeiecieeecnnnns 18,670 17,328 18,307
Unemployment insurance:
State taxes deposited in Treasury ! 22,706 23,517 24,496 .3
Federal unemployment tax receipts® ... 5,854 5,920 5,976 MlSCELLANEOUS RECEIPTS:
Railroad unemployment tax receipts & 2 28 67 MiSCEllaNOUS tAXES ...vvvvrerrrrrerrrieirereieieereinns 110 123 127
United Mine Workers of America combined ben-
h efit fund 304 311 280

Total unemployment iNSUFANCE .......cvvrverreeernenes 28,584 29,465 30,539 Deposit of earnings, Federal Reserve System . 20477 23.184 22788

Other retirement contributions: Proposal (PAYGO) 9%
Federal employees’ retirement—employee Proposal (Non-PAYGO) wvvvvvvesvvseree T R CCUI 122

COMIIBUEONS v 4389 4266 4370  Fees for permits and regulatory and judicial
Proposal (NON-PAYGO) .....erevevvveeiiennreerries [eeeevveessssneees | eoveessssnnennnes - 164 SEIVICES woovoooeneeerisssst e 2,896 3,456 4,533
Contributions for non-Federal employees? ... 80 72 66 Proposal (PAYGO) ..voovvesvvsvesvssvnssvnsnssns oo v 218
Fines, penalties, and forfeitures .... 1,744 1,412 1,435
Total other retirement contributions ................... 4,469 4,338 4,272 Gifts and contributions .............. 122 139 187
Refunds and recoveries ... 119 <11 <11
Total social insurance taxes and contributions 509,414| 535,766 557,783
Total miscellaneous receipts ........ovvernenne 25,534 28,614 29,835
On-budget 141,922| 146,863 152,839
Off-budget 367,492| 388,903 404,944  Total budget receipts .....ccoovvimimrninrniieirreennns 1,453,062| 1,505,425| 1,566,842
ON-DUAGEL ..o 1,085,570| 1,116,522| 1,161,898
Excise taxes: Off-DUAGEL ... 367,492 388,903| 404,944
Federal funds:
Alcohol taxes ... 7,220 7,171 7,119 MEMORANDUM
Tobacco taxes ..... 5,795 5,694 5,661 Federal funds .......cccocoveeeiiesescsesesnns 916,802| 938,126 973,677
Transportation fuels tax ........... 7,468 7,669 7,835 Trust funds .......cooeeene 353,105 366,155 396,764
Telephone and teletype services 4,234 4,485 4,746 Interfund transactions - 184,337 | - 187,759 |- 208,543
Ozone depleting chemicals and products ....... 320 113 47
Other Federal fund excise taxes 410 1,363 1,341  Total on-budget ... 1,085,570| 1,116,522 1,161,898
Proposal (PAYGO) - 327 952
Proposal (NON-PAYGO) ......cceevmvieriiiriiens [eeeviissssessiins | cesssesssssninns - 24 Off-budget (trust funds) ..., 367,492 388,903 404,944
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Table 3-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

2Represents employer and employee contributions to the civil service retirement and
disability fund for covered employees of Government-sponsored, privately owned enter-

1996 1997 1998 prises and the District of Columbia municipal government.
Source actual estimate | estimate 3Includes both Federal and trust funds. Trust fund amounts in miscellaneous re-
ceipts are 1996: $557 million; 1997: $663 million; and 1998: $687 million.
TOtAl oo 1,453,062| 1,505,425 1,566,842

1Deposits by States are State payroll taxes that cover benefit part of the program.
Federal unemployment tax receipts cover administrative costs at both the Federal and
State level. Railroad unemployment tax receipts cover both the benefits and
adminstrative costs of the program for the railroads.



4. USER FEES AND OTHER COLLECTIONS

In addition to collecting taxes and other govern-
mental receipts by the exercise of its sovereign powers,
the Federal Government earns income from its various
business-type activities. Examples of this income in-
clude the sale of postage stamps and electricity, the
collection of fees for admittance to national parks, pre-
miums for deposit insurance, and rents and royalties
for the right to extract oil from the Outer Continental
shelf. Because these collections stem from business-type
activities, as opposed to exercise of sovereign powers,
they are subtracted from gross outlays rather than
added to the taxes and other governmental receipts
discussed in the previous chapter. Because these collec-
tions reduce outlays, they are called “offsetting collec-
tions.” The purpose of this treatment is to produce
budget totals for receipts, outlays, and budget authority
in terms of the amount of resources allocated govern-
mentally, through collective political choice rather than
through the market.

Offsetting collections are classified into two major
categories: offsetting receipts, which are deposited in
receipt accounts; and offsetting collections credited to
appropriations (expenditure) accounts, which are depos-
ited directly in these accounts and usually can be spent
without further action by the Congress. Both categories
include collections from other accounts within the Gov-
ernment as well as the public. Chapter 24, “Budget
System and Concepts,” explains the budgetary treat-
ment of these collections more fully.

The term “user fee” is not a separate budget category
for collections. It is a general term referring to fees
charged to users directly availing themselves of, or sub-
ject to, a government service, program, or activity, in
order to cover the government's costs. Depending pri-
marily on whether the user charge is based on the
Government’s sovereign power or business-type activity,
it may be classified as a governmental receipt or an
offsetting collection.

As shown in Table 4-1, total offsetting collections
from the public (including those proposed in this budg-
et) are estimated to be $209.1 billion 1998. This is
only 13 percent as large as the governmental receipts
discussed in the previous chapter. Table 4-1 divides
this total between offsetting receipts and offsetting col-
lections credited to appropriations accounts and shows
major subcategories of each. Table 4-3 provides more
detail for offsetting receipts collected from the public
and offsetting receipts collected from other accounts
within the Government.

The budget contains a variety of user fee and other
collections proposals that would yield $1.6 billion in
1998 and $47.3 billion from 1998 through 2002. In addi-
tion, the Administration proposes dedicating $1.1 billion
of existing collections in 1998, and $5.0 billion from
1998 through 2002 to discretionary spending. These
proposals establish, increase, or extend fees in order
to recover more of the costs of providing government
services. Table 4-2 splits the proposals between discre-
tionary and mandatory categories for the appropriate

Table 4-1. OFFSETTING COLLECTIONS FROM THE PUBLIC
(In millions of dollars)
Estimate
Type 1996 actual
1997 1998
Collections deposited in receipt accounts:
METICAIE PIEMIUMS .....vvuivureuiiseseeseeseisesbses bbb 20,038 20,293 21,772
Military assistance trust fund PrOPEMY SAIES ........ccviiiriiiiiiieiieitiei bbb 14,747 13,760 13,400
Outer Continental Shelf payments, naval petroleum reserve lease and other undistributed OffSetting reCeIptS ..........ccveeveeerrerrerneerneireeneienen. 3,742 4,152 9,817
Spectrum auction Proceeds, UNAISIHDULEG ...........cviiiiiiiiiic bbb 342 7,961 11,459
Sale of property and services, interest income and all other collections deposited in reCEIpt ACCOUNES .......c.cvvrreeerereerneierineiesseeeseessssaenens 20,139 23,401 26,194
Subtotal, collections from the public deposited in FECEIPE BCCOUNES ........uivruierireirrieerirrire ettt 59,008 69,567 82,642
Collections credited to appropriations accounts:
Postal Service Stamp sales and Other COBCHONS ..........ouueviiiriiiiiiieiiiei bbb 55,477 56,801 58,533
DEPOSIE INSUFANCE TUNGAS ....vuvrireicicici ittt 8 bbbt s bbb 10,320 12,363 4,524
Tennessee Valley Authority and Power AdmMIniStration COINBCHIONS ...........cvuivriiieriiriiiieriei ettt 9,440 8,096 9,284
Commodity Credit Corporation loan repayments and Other COECIONS ..........ocviuiiiniririiei bbb 7,360 7,056 8,154
OhET 10BN TEPAYIMENLS .......cvuveuierriaeiseiseeseesseessesse s s es bbb b8 b R8s 7,867 7,195 6,296
Loan guaranty and other insurance premiums, interest income and all other collections credited to appropriations accounts ...........cceceeene. 46,927 43,529 39,661
Subtotal, collections from the public credited to appropriation ACCOUNES .........cririiireirieieieicire sttt 137,391 | 135,040 | 126,452
Offsetting COllECtionS fTOM the PUDNC .....eveieiieiieee R 196,399 | 204,607 | 209,094
Offsetting collections from the public excluding off-budget Postal Service COlIECHONS ..o 140,922 | 147,806 | 150,561

61



62

ANALYTICAL PERSPECTIVES

scoring under the Budget Enforcement Act of 1990
(BEA). It includes user fees classified as offsetting col-
lections and governmental receipts. The budget includes
several specific proposals to fund discretionary spending
with existing or new user fees that are governmental
or offsetting receipts. Legislation will be proposed to
authorize the fees and, upon enactment of the author-

tions language will be proposed to make the fees avail-
able for expenditure. Because the current requirements
of the Budget Enforcement Act of 1990 make it difficult
to fund discretionary programs with receipts not au-
thorized in appropriations acts, the Administration is
proposing a change in the requirements to facilitate
enactment of such proposals.

ization, a budget amendment to the current appropria-

Table 4-2. PROPOSED USER FEES AND OTHER COLLECTIONS
(In millions of dollars)
1998 1999 2000 2001 2002 | 1998-2002
User fees:
Discretionary fee proposals:
New and increased fees:
Department of Agriculture:
Food Safety and Inspection Service—New meat, poultry, and eggs iNSPECtion fEES .........ccvrrinrriisieiennererieieines 390 390 390 390 390 1,950
Animal and Plant Health Inspection Service—Establish new fees ... 10 10 10 10 10 50
Grain Inspection, Packers and Stockyards Administration— New standardization and licensing fees ..........ccccovvvnee. 16 19 19 19 19 92
Department of Transportation:
Federal Railroad Administration—Extend railroad safety iNSPECtion fEES ... 60 60 60 60 60 300
Surface Transportation Board—New fees t0 OffSEt EXPENSES ........vivrieiriireeiree s 13 14 14 14 14 69
Department of Veterans Affairs—Veterans Health Administration:
Medical care collections—extend expiring provisions 123 362 394 421 4511 1,751
Social Security Administration:
Increase user fees for SSA to administer State supplementation of SSI benefits t0 $7.25 ... 40 70 80 80 90 360
Army Corps of Engineers:
Increase wetlands dredging permit applICAtION fEES ........c.ciiiriiriiririrr s 7 14 14 14 14 63
Federal Emergency Management Agency:
Extend fee to cover 100% of radiological emergency preparedness Program ..........c.ooerercesseesenessessssessessessseseseenns 12 12 12 12 12 60
National Capital Planning Commission:
Establish Geographic Information SYStEM fEES ... * * * * * *
Nuclear Regulatory Commission:
EXteNd NUCIEAr fACHHIEY FEES ....uivuriiieiriciseisce ittt s s — 310 310 310 310 1,240
Subtotal, new and increased diSCrEtioNArY USEI FEES ..ottt 671| 1261 1,303| 1,330 1,370 5,935
Existing mandatory fees reclassified as discretionary:
Department of Veterans Affairs—Veterans Health Administration:.
Medical care current [aw CONEBCHIONS ..........coiiiiiiiii e 468 308 355 404 452 1,987
Governmental receipts dedicated to discretionary spending:
New and increased fees:
Department of Health and Human Services—Food and Drug Administration:
Extend prescription drug user fees; establish new fees for medical device reviews, import inspections, and other
FDA BCHVIEIES ..1ovvvuereerisaereaeesseisessseese st 237 252 267 282 297| 1,33
Department of Labor—Employment and Training Administration:
New alien labor certification user fee charged t0 EMPIOYEIS .......cccovvveiririeieieeesss s 25 50 50 50 50 225
Department of Transportation:
Federal Aviation Administration—establish cost-based fee SYSIEM ..o 300| 8,734| 8,862| 9,009| 9,342| 36,337
National Transportation Safety Board:
New accident iNVESHJAtioN USEI TEES .........cviiiiiiiiiiiri s 6 6 6 6 6 30
Subtotal, new and increased governmental receipts dedicated to discretionary SPENMiNg .......c.cccorveveermienernrircrnrireenees 568| 9,042 9,185| 9,437| 9,695 37,927
Existing governmental receipts dedicated to discretionary spending:
Department of State:
Immigration, passport and OthET TEES ... 455 455 455 455 455 2,275
Maching reAdADIE VISA fEE ... 140 140 140 140 140 700
Subtotal, current law amounts dedicated t0 AISCIEHIONAIY .........cevriririiieieieeiee s nees 595 595 595 595 595 2,975
Mandatory fee proposals:
New and increased fees:
Department of Agriculture—Agricultural Marketing Service:
Recover costs for oversight of marketing agreements and OrAEIS ..o 10 11 11 11 11 54
Department of Commerce:
Patent and Trademark Office—EXtend patent SUMCRAIGE ..........ccviviiiieiinminiei e — 119 119 119 119 476
Department of Health and Human Services:
Health Care Financing Administration—New Medicare initial survey and certification fees (governmental receipt) ....... 10 10 10 10 10 50
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Table 4-2. PROPOSED USER FEES AND OTHER COLLECTIONS—Continued
(In millions of dollars)
1998 1999 2000 2001 2002 | 1998-2002
Department of the Interior:
Bureau of Land Management:
Extend and index hardrock mining holding fees on public [ands ... 1 32 33 34 35 135
Establish hardrock mining royalties on public lands (5% on net-SmeMer return) ... — 42 63 35 35 175
National Park Service:
Increase Hetch Hetchy Dam rental PAYMENES ... e 1 1 1 1 1 5
Extend demonstration authority to collect recreation and related fees—(also affects Fish and Wildlife Service, Bu-
reau of Land Management and Forest Service) — — 77 79 87 243
Establish Everglades sugar assessment 35 35 35 35 35 175
Department of Justice/Federal Trade Commission:
Increase Hart-Scott-RodiNO MErger filiNg fEES ..o 70 70 70 70 70 350
Department of Transportation—Coast Guard:
EXIENA VESSEl IONNAYJE FEES ....ouvrciriiciciseisiii it — 62 62 62 62 248
Department of the Treasury—Financial Management Service:
Establish fee on vendors for cost of payments by paper ChECK ... 15 10 5 5 5 40
Department of Veterans Affairs—Veterans Benefits Administration:
Conform fees for non-veterans in the home loan program to match Federal Housing Administration fees ................... 26 26 26 26 27 131
Extend provisions that maintain higher loan fees and reduce resale losses on foreclosed properties ... — 204 198 197 192 791
Federal Deposit Insurance Corporation/Federal Reserve:
New examination fees for FDIC-insured banks and bank holding companies:
Bank Insurance Fund—Collections net of premium redUCHION .........cccovrerrereceereee e 79 82| -161 — — —
Federal Reserve—Collections (gOvernmental FECEIPL) ......covviiiriiimrieisisssies e 96 100 104 109 114 523
Subtotal, new and increased MANAALONY USEF EES .......ccviiiiiciiniri s 343 804 653 793 803 3,396
Total, existing user fees reclassified as, or dedicated to, discretionary SPENdiNG .......cccccovrririnenininnsrsreeee s 1,063 903 950 999| 1,047| 4,962
New and increased user fees:
Federal Aviation Administration fees ...... 300| 8,734| 8,862| 9,099| 9,342| 36,337
All other new and increased user fees 1,282 2,373| 2279| 2461| 2526| 10,921
Total, New and INCreased USEE TEES ... s 1,582| 11,107| 11,141 | 11,560 | 11,868 47,258
*$500,000 or less
Discretionary: The following proposed fees are clas- Animal and Plant Health Inspection Service

sified as discretionary because the Appropriations Com-
mittees are being requested to authorize the fees and
make them available for expenditure. In two cases—
VA medical care third party collections and SSA State
Administrative fees—the fees would be included in au-
thorizing legislation but classified as discretionary
under the Administration’s proposed new rule.

Department of Agriculture

Food Safety and Inspection Service.—The 1998 Budg-
et proposes a new user fee for USDA's Food Safety
and Inspection Service (FSIS). Under the proposed fee,
the meat, poultry and egg industries would be required
to reimburse the Federal government for the cost of
the salaries and benefits and other direct costs for all
in-plant inspection. This new fee is estimated to gen-
erate approximately $390 million in new, annual reve-
nues or approximately 70 percent of the current cost
of the inspection system. Although presented in the
budget as discretionary offsetting collections requiring
Appropriations Committee action, the Administration
will propose authorizing legislation to authorize the fees
and, upon enactment, a budget amendment to the cur-
rent appropriations language to make the fees available
for expenditure. The treatment will be consistent with
that proposed for FDA user fees.

(APHIS).—The budget proposes to establish five APHIS
fees for certain activities:

* Fees to cover cost of providing animal welfare in-
spections would be charged to recipients of APHIS
services such as animal research centers, humane
societies, and kennels.

* Fees to cover cost of issuance of biotechnology cer-
tificates would be charged to firms that manufac-
ture biotechnologically-derived products.

* Fees to cover cost of veterinary biologics licensing,
inspection, and testing activities of medications
would be paid by veterinary biologic companies.

* Fees to cover inspections to ensure that garbage
fed to swine is properly cooked to avoid contami-
nation would be charged to establishments regu-
lated under the Swine Health Protection Act.

* Fees would be charged to users to cover the costs
of the pink bollworm eradication program.

Grain Inspection, Packers and Stockyards Adminis-
tration (GIPSA) licensing fees.—GIPSA will pass on to
the grain industry the costs to develop, review and
maintain standards used by the grain industry. In addi-
tion, an annual licensing fee would be proposed to cover
costs associated with administration of the Packers and
Stockyards Act. In 1998 only, annual collections would
be offset by $3 million in start-up costs.
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Department of Transportation

Federal Railroad Administration railroad safety in-
spection fee.—Legislation will be proposed to perma-
nently extend the railroad safety inspection fees that
were enacted in the Omnibus Budget Reconciliation Act
of 1990. The fee would be expanded to cover hours
of service and hazardous materials inspections. This
fee offsets the costs incurred by the Federal Railroad
Administration for inspection, enforcement, and related
activities to ensure the safe operation of passenger and
freight railroads. The fee expired at the end of 1995.

Surface Transportation Board fees.—The Administra-
tion proposes to create a fee mechanism to completely
offset the expenses of the Surface Transportation Board
(STB), the successor to the Interstate Commerce Com-
mission (ICC). The fees would be collected from those
who benefit from the continuation of the ICC functions
transferred to the STB, i.e. railroads and shippers.

Department of Veterans Affairs (VA)—Veterans
Health Administration

Extend medical care collections.—The Administration
proposes to extend three provisions in current law that
expire on September 30, 1998. VA will have the author-
ity to: 1) charge third party insurers for service-con-
nected veterans who are treated for their non-service
connected conditions, 2) charge copayments and per
diems for lower-priority veterans, and 3) extend income
verification for first and third party payments. These
fees are in conjunction with the Administration’s pro-
posal to allow all medical care collections to be used
for medical care to improve the health care of veterans.
Currently, the mandatory collections are deposited in
the Treasury’s general fund. Under the Administra-
tion’s proposal, these offsetting collections would be
classified as discretionary and would be available to
the extent appropriated.

Social Security Administration (SSA)

State administrative fees.—As part of the Supple-
mental Security Income Program (SSl), SSA admin-
isters State supplemental payments at the State’s op-
tion. For those states that choose to have SSA admin-
ister these payments, the Omnibus Budget Reconcili-
ation Act of 1993 put in place a per payment fee for
SSA's services. These offsetting receipts are deposited
in the general fund of the Treasury. The current fee
is $5.00 per month per payment. The Administration
proposes to increase the $5.00 charge to $6.12 in 1998
and to $7.25 in 1999. The fee would be indexed to
the CPI thereafter. The additional revenue would be
subject to appropriation and will be used to help cover
SSA's administrative costs. Under the Administration’s
proposed new rule, these offsetting collections would
be classified as discretionary.

Army Corps of Engineers

Wetlands permit fees.—Legislation will be proposed
to increase fees for the issuance of wetlands regulatory

permits for commercial activities. The fees would be
deposited in a special Treasury account and would be
available to be used for the regulatory program to the
extent provided in appropriations acts.

Federal Emergency Management Agency (FEMA)

Radiological emergency preparedness fee.—The budget
includes a proposal to reauthorize FEMA's assessments
on Nuclear Regulatory Commission (NRC) licensees to
cover 100 percent of the cost of providing site-specific
services that directly contribute to the fulfillment of
emergency preparedness requirements needed for NRC
licensing. The proposal would extend the authority for
1998.

National Capital Planning Commission (NCPC)

Washington Geographic Information System fees.—
Legislation will be proposed to allow the National Cap-
ital Planning Commission to charge fees to cover the
full costs of providing Washington Geographic Informa-
tion System (WGIS) products and services to all inter-
ested public and private parties beginning in 1998. The
WGIS project is a cooperative effort in the National
Capital Region to capture, display and analyze geo-
graphically-based data. The fees will be credited as off-
setting collections to the NCPC discretionary Salaries
and Expenses account, and remain available until ex-
pended.

Nuclear Regulatory Commission (NRC)

Nuclear Regulatory Commission fees.—Under current
law, the NRC must recover 100 percent of its costs
from licensing, inspection and annual fees charged to
its applicants and licensees through 1998. Unless the
law is extended, the fee coverage requirement will re-
vert to 33 percent of NRC costs. The Administration
proposes to extend the fees at 100 percent of NRC's
cost of operations through 2002. The fees are credited
to the NRC expenditure accounts, and spending of the
collections is subject to appropriations.

Governmental receipts dedicated to discre-
tionary spending: The following are new or increased
fees.

Department of Health and Human Services

Food and Drug Administration (FDA) activities.—The
proposal seeks $237 million in reauthorized/new fees
including continued collection of Prescription Drug User
Fee Act fees and Mammography Quality Standards Act
fees, as well as new fees for medical device reviews,
animal drug approvals, import inspections, food addi-
tive petition reviews, generic/over-the-counter drug ap-
plications, and fees for postmarket surveillance of prod-
ucts. These fees will be governmental receipts made
available in appropriations acts to fund discretionary
spending under the Administration’s proposed new rule.
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Department of Labor—Employment and
Training Administration

Alien labor certification fees.—The proposal would es-
tablish a new fee, charged to businesses, for processing
of alien labor certification and attestation applications
by the Labor Department. The fee proceeds would be
used to offset the costs of administering the alien labor
program. However, in both 1998 and 1999, regular ap-
propriations of $41 million are required in addition to
user fees to work off a large backlog of applications
already in the pipeline and created primarily by appro-
priations cuts in 1996. These fees will be governmental
receipts made available in appropriations acts to fund
discretionary spending under the Administration’s pro-
posed new rule.

Department of Transportation

Coast Guard icebreaking fee.—Legislation will be pro-
posed to establish a user fee, effective in fiscal year
1999, to recover the Coast Guard's costs of providing
icebreaking services to commercial maritime carriers
in the Great Lakes and the Northeast. Fishing and
recreational vessels would be exempt. The fees are esti-
mated to result in collections of approximately $25 mil-
lion annually. These fees will be governmental receipts
made available in appropriations acts to fund discre-
tionary spending under the Administration’s proposed
new rule.

Federal Aviation Administration (FAA) fees.—In 1998,
the budget proposes to collect $300 million in new avia-
tion user fees that will recover from users of FAA's
services costs that they do not currently pay under
the existing system of aviation excise taxes. This pro-
posal is an interim measure until comprehensive finan-
cial reform, based on the work of the White House
Commission on Aviation Safety and Security and the
National Civil Aviation Review Commission, can be
achieved over the next 18 months. Beginning in 1999,
the Budget assumes that the existing system of aviation
excise taxes will be replaced by cost-based user fees
which will be available to meet the FAA’s needs. Such
user fees are an important element of the Administra-
tion’s effort to create a more business-like FAA. These
fees will be governmental receipts made available in
appropriations acts to fund discretionary spending
under the Administration’s proposed new rule.

National Transportation Safety Board (NTSB)

Accident investigation fees.—To offset a portion of the
NTSB’'s growing cost of commercial aviation accident
investigations, a new aviation accident recovery and
investigation fee is proposed. This fee, which would be
paid by commercial air carriers based on revenue flight
hours of operation, would collect an estimated $6 mil-
lion in 1998. These fees will be governmental receipts
made available in appropriations acts to fund discre-
tionary spending under the Administration’s proposed
new rule.

Existing governmental receipts proposed to fund
discretionary spending:

Department of State

Immigration, passport, and other fees.—The Budget
proposes to dedicate existing governmental receipts gen-
erated by consular activities toward support and im-
provement of State Department operations.

Machine readable visa fees.—The Budget proposes to
correct the classification of existing receipts used to
support the State Department's border security pro-
gram. These fees were previously classified as offsetting
collections; they will now be classified as governmental
receipts.

Both of these fees will be governmental receipts made
available in appropriations acts to fund discretionary
spending under the Administration’s proposed new rule.

Mandatory: The following new and increased fees
are classified as mandatory because they will be in-
cluded in authorizing legislation.

Department of Agriculture—Agricultural
Marketing Service (AMS)

Marketing order fees.—The Administration proposes
to authorize local marketing administrators to collect
fees to recover AMS’ cost of administering commodity
marketing orders and agreements. Marketing orders
help stabilize market prices for milk, fruit, and other
specialty crops by prescribing certain sale, quality, and
guantity guidelines. Currently, costs at the local level
are financed by assessments on commodity producers
and handlers, while costs of these orders at the national
level are funded through appropriations. The proposal
would increase the existing assessments.

Department of Commerce—Patent and
Trademark Office

Extend surcharge on patent fees.—The budget pro-
poses to extend the Patent and Trademark Office’'s au-
thority to collect the patent surcharge fee through 2002.
The current authority expires in 1998. The surcharge
fee is paid entirely by patent applicants and holders.

Department of Health and Human Services—
Health Care Financing Administration

Medicare survey and certification fee.—Legislation
will be proposed to require state survey agencies to
impose fees on health care providers for initial surveys
required as a condition of participation in the Medicare
program. The proposal will authorize states to collect
and retain fees from health care providers to cover the
cost of the initial surveys. The proceeds are automati-
cally available.
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Department of the Interior

Bureau of Land Management

Hardrock mining holding fees.— The proposal would
extend beyond 1998, the $100 claim maintenance fee
and the $25 location fee established in the 1993 Omni-
bus Budget Reconciliation Act. As under current law,
the fees would also be adjusted annually based on the
Consumer Price Index.

Hardrock mining royalty and Abandoned Hardrock
Mine Reclamation Fund.— Legislation will be proposed
to charge a 5 percent royalty on the net-smelter return
from the production of hardrock minerals produced on
Federal lands. The royalties collected will be deposited
into a new reclamation fund for the environmental res-
toration of abandoned mine sites on Federal lands.

National Park Service

Hetch Hetchy Dam rental payments.—Legislation will
be proposed to raise the annual rental payment for
the use of land within Yosemite National Park by the
City of San Francisco for a dam and reservoir that
supplies drinking water to the City. Receipts (estimated
at $600 thousand for 1998) would be available, subject
to appropriation, for the annual operations of Yosemite
and other national parks in California.

Parks and recreation fees.—Legislation will be pro-
posed to authorize the National Park Service, Fish and
Wildlife Service, Bureau of Land Management, and For-
est Service to collect additional admission, recreation,
and commercial user fees. New receipts will remain
available for improvements to facilities and services.
This authority would take effect when the existing dem-
onstration fee authority expires at the end of 1999.

Everglades sugar assessment.—Legislation will be
proposed to establish a marketing assessment of one
cent per pound on processed cane sugar produced in
Florida's Everglades Agricultural Area. Receipts will re-
main available for land acquisition and other activities
contributing to Everglades restoration.

Department of Justice/Federal Trade
Commission (FTC)

Merger filing fees.—The Administration proposes au-
thorizing legislation to restructure the Hart-Scott-Ro-
dino fee, which is charged to acquiring firms in merg-
ers. The fee partially funds both the Federal Trade
Commission and the Justice Department’'s Antitrust Di-
vision, subject to appropriation.

Department of Transportation—Coast Guard

Vessel tonnage fees.—The budget proposes to extend
fees collected by the Customs Service based on the
cargo-carrying capacity of a vessel entering a U.S. port.
These fees were set to expire at the end of 1998. The
collections are credited to the Department of Transpor-
tation to offset costs incurred by the Coast Guard for
services provided to the Merchant Marine industry.

Department of the Treasury—Financial
Management Service

Charge to vendors for payment by paper check.—The
Administration proposes to authorize the Department
of the Treasury to charge for the cost of payments to
vendors by paper check. Paper checks are costly to
print, mail and replace when lost or stolen. The Federal
Government makes over 25 million check payments to
vendors annually, or over 80 percent of all payments
made for goods and services. The Debt Collection Im-
provement Act of 1996 mandates phase-in of electronic
payments for all Federal payments by 1999, with the
exception of tax refunds. This proposal institutes a fee
of $1.00 for the cost of providing the service to vendors
as determined in regulation by the Secretary of the
Treasury. Electronic payment through commercial elec-
tronic funds transfer/direct deposit or through the use
of payment cards is cheaper, faster, and more secure
than payments by paper checks and will involve no
charge to the vendor.

Department of Veterans Affairs—Veterans
Benefits Administration

Fees for non-veterans in the home loan program.—
When VA takes possession of properties resulting from
defaulted loans, the homes are ultimately sold to the
general public. VA finances these properties through
its vendee loan program. The Administration proposes
to raise the up-front fees charged on these loans to
2.25 percent—the same level that is charged on Federal
Housing Administration loans.

Extend expiring home loan provisions.—The Adminis-
tration proposes to permanently extend three provisions
in current law that expire September 30, 1998. VA
charges borrowers using VA’'s home loan guaranty pro-
gram a two percent fee instead of 1.25 percent, 2)
charges veterans who use the loan guaranty benefit
more than once a funding fee of 3 percent to reduce
losses, and 3) include expected resale losses when deter-
mining whether to acquire a foreclosed property or pay
the guaranty.

Federal Deposit Insurance Corporation (FDIC)
and Federal Reserve (Fed)

State bank examination fee.—The Administration pro-
poses to require the FDIC and the Federal Reserve
to assess fees for examinations of FDIC-insured banks
and bank holding companies. The costs of such exami-
nations are currently funded from deposit insurance
premiums and Fed earnings from monetary policy ac-
tivities. The FDIC fee proceeds would be used to finance
the examination operation. The Fed proceeds would be
transferred to Treasury annually in the form of surplus
earnings.

OFFSETTING RECEIPTS

Table 4-3 itemizes all offsetting collections deposited
in receipt accounts. These include payments from one
part of the Government to another, called intra govern-
mental transactions, and collections from the public.
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These receipts are offset (deducted) from outlays in the
Federal budget. In total, offsetting receipts are esti-
mated at $368.6 billion in 1998.

Table 4-3. OFFSETTING RECEIPTS BY TYPE

(In millions of dollars)

Source 1996 actual 1997 estimate | 1998 estimate
INTRAGOVERNMENTAL TRANSACTIONS
On-budget receipts:
Federal intrafund transactions:
Distributed by agency:
Interest from the Federal FInancing Bank .............cccoueveneninincneinininenenes 6,458 4,351 3,958
Interest on Government capital in eNErPriSES .......cocvvereereerierineineereininieeines 1,815 1,442 1,581
Proposed Legislation (NON-PAYGO) .......ccccoeermueeneineineineineineinsinsisssssnenes | coeeereeeeneens 157 | v
Other 1,257 1,351 1,430
Total Federal iNtrafunds ........c.coceeieinriereeeesi e 9,530 7,301 6,969
Trust intrafund transactions:
Distributed by agency:
Payments to railroad retirement .. 3,556 3,817 3,887
Other 1 1 1
Total trust INFAfUNAS .....oveuereiceeee e 3,557 3,818 3,888
Total intrafund tranSACHONS ..........ccvivrricireieeieiere s 13,087 11,119 10,857
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Contributions to insurance programs:
Military retirement fund 10,699 15,151 15,833
Supplementary medical INSUFANCE .......ceeeueveereireireireineireseseiseiseseenes 61,702 59,354 63,416
Proposed Legislation (NON-PAYGO) ......ccovrvrmrrnrerennsssiesnnsnnnns | sevvevsissnninns | evressessessessens 14,668
HOSPItal INSUFANCE ... 4,623 4,833 4572
Railroad social security equivalent fund .........c.ccocvevevenrnrnsnnnnnnnnnns 46 60 61
Rail industry pension fund ... 181 186 195
Civilian supplementary retirement contributions ..........ccccevvvvversrenenns 20,382 21,215 21,587
Proposed Legislation (NON-PAYGO) ......ccccvvrrerereeeinsinereinsneneinns | seveinsinsnsinns | sevvessssssienenes -23
UNemployment iNSUFANCE .......cvuvrererereereiseiseeseeeeesessssssssssssssssssssssssessens 438 612 604
Other CONLHDULIONS ... 528 440 377
MisCEllaNEOUS PAYMENLS .....cvvvvrvrerrrieieieiseeeesessseessssssssnsssssssessessessessens 464 725 712
SUBLOTAl ..ottt 99,063 102,576 122,002
Trust fund payments to Federal funds:
Quinguennial adjustment for military service Credits .........cooovevirivinenns 332 | s | e
(013 OO RRO 3,380 1,013 1,035
Proposed Legislation (NON-PAYGO) ......ccccuvemrmrininenierninieinereinnees | coveeneinensnees | soneenssssssssenes 53
SUBLOTAl ..o 3,712 1,013 1,088
Total interfunds distributed by 8geNCY .......ccovvreiermineiinrrcireeseeinies 102,775 103,589 123,090
Undistributed by agency:
Employer share, employee retirement (on-budget) 1:
Civil service retirement and disability INSUFANCE .......c.covvevvreerreereenieerninnes 7,880 8,187 8,413
Proposed Legislation (NON-PAYGO) .......ccurimiminimeniereieinsneiienienees | evveinsinsnsnees | sonsesssssssssenes 621
CSRDI from POStal SEIVICE .......ovvivurerirriireeeieiieienisesesiseeesseesesessesnaes 5,712 5,916 6,103
Hospital insurance (contribution as employer) 2 ..........ccccooevennenenineinens 1,860 1,875 2,007
Postal employer contributions t0 FHI .........ccvinninninenceeenns 522 595 618
Military retirement fUnd ... s 11,174 11,180 10,544
Other Federal employees retiremMent ... 111 116 122
Total employer share, employee retirement (on-budget) ........cccovrvvvrerenns 27,259 27,869 28,428
Interest received by on-budget trust funds 60,869 62,812 63,002
Proposed Legislation (NON-PAYGO) .......ccovimrnirnimeniernieieenererienees | erveeneinensnees | consessssssnnenes 744
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Table 4-3. OFFSETTING RECEIPTS BY TYPE—Continued
(In millions of dollars)

Source 1996 actual | 1997 estimate | 1998 estimate

Total interfund transactions undistributed by agency ........coovvninininns 88,128 90,681 92,174
Total interfund tranSaCtioNS ..o 190,903 194,270 215,264
Total on-budget intragovernmental rECEIPLS ......c.vvuevrereeieieireirereireiseseseissessieenas 203,990 205,389 226,121

Off-budget receipts:
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Old-age, survivors, and disability INSUFANCE .......cocueveeriireinierinininieinenas 6,133 6,927 7,616
Undistributed by agency:

Employer share, employee retirement (off-budget) 6,278 6,505 7,028
Interest received by off-budget trust funds ..., 36,507 41,238 45,199
Total off-budget intragovernmental reCEIPLS: ........cvcvrerereereieireinereireseseseissiseinenas 48,918 54,670 59,843
Total intragovernmental tranSACIONS ... 252,908 260,059 285,964
PROPRIETARY RECEIPTS FROM THE PUBLIC
Distributed by agency:
Interest:

Interest on foreign loans and deferred foreign collections ..........c.covevevininns 747 711 647
Interest on deposits in tax and 10an aCCOUNLS .......ccccvvreeeveereeneiniineinineiseienees 757 736 750
Other interest (domMeStC—CIVI) 3 ... s 3,430 4,795 6,153
TOAl INEIESE ....ovoeeeririer st 4,934 6,242 7,550
ROYAIIES AN TENLS ....uviiieciiiii it 1,062 1,231 1,299
Proposed Legislation (PAYGO) .......ccurerienieniinininsinsisisessssenesssenensseseeneinns | sensinsinsnsnss | sevessessessesens 1

Sale of products:
Sale of timber and other natural land Products ... 567 573 517
Proposed Legislation (PAYGO) .......cccc...... v | e | -67
Sale of minerals and mineral products 530 706 289
Sale of power and other utilities . 832 840 840
OINBE oottt 48 39 40
Total sale 0Of PrOAUCES ....cvueveeerieicirisrisssessse e 1,977 2,158 1,619

Fees and other charges for services and special benefits:
Medicare premiums and other charges (trust funds) ....

Proposed Legislation (PAYGO) ......c.occverrinimerineieseissisissnssisessiseeieees =211
Nuclear waste diSPOSal FEVENUES .........ccerieiveiiiimerieierisissiseresisesesieeseees 655
Veterans life insurance (trust funds) 216
Other3 s 2,072

Proposed Legislation (non-PAYGO) ... 455

Proposed Legislation (PAYGO) ......c.occeierernirnrineesieeseessisessssssessssiseesenes -365
Total fees and Other ChArgeS ........cvriririreiiniee e 24,805

Sale of Government property:
Sale of land and other real ProPery ... 106 92 104
Military assistance program sales (trust funds) ..........ccoerererennenenenesennns 14,747 13,760 13,400
OHNET e 6 26 16
Total sale of GOVEIMMENE PrOPEIMY ......cvevvevrrrerirerrrrereieieieesseeseesesssssssssessseneas 14,859 13,878 13,520
Realization upon loans and investments:
Foreign military Credit SAIES ..o 661 637 535
Negative subsidies and downward reestimates 1,756 2,166 1,881

Proposed Legislation (NON-PAYGO) ......ccocviureneniiniiniininirnsnisessisieensenenes | ceveinsinsneinss | sevsesnssnssesens 52

Proposed Legislation (PAYGO) .......cccvrniminiiniierneineinsisssssiesssenns | evvesenemesnens | svvverinsiesnees 1,035
Repayment of loans to United Kingdom 106 108 110
OINBE oot 158 137 142
Total realization upon l0ans and INVESIMENES ..o 2,681 3,048 3,755

Recoveries and refundS3 ... s 2,059 2,958 3,261
Proposed Legislation (NON-PAYGO) ......ccocrvvrrimirerniirernensineinsiserssinennsneeine | evvneissinens | s 176
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Table 4-3. OFFSETTING RECEIPTS BY TYPE—Continued
(In millions of dollars)

Source 1996 actual 1997 estimate | 1998 estimate
Proposed Legislation (PAYGO) ... | senenssnsnsinns | sesesssssessenens 555

Miscellaneous receipt accounts3 ... 1,633 1,688 1,682
Proposed Legislation (PAYGO) ......cccureriinirnerninmnsineinessnenseeesesenensseneenenes | senesnssnsnsinns | sesesssssessesens 67

Total proprietary receipts from the public distributed by agency .......cccccoveriins 52,117 54,563 58,290

Undistributed by agency:
Other interest: Interest received from Outer Continental Shelf escrow account ... 1 1,142
Rents and royalties on the Outer Continental Shelf:
Rents and bonuses 691 778 1,095
Royalties 3,050 3,374 3,280
Sale Of MAJOT ASSELS ....uvuiiiiiiriiririie st snenens | erereesisinsinnns | eessssssiessenans 4,300
Total proprietary receipts from the public undistributed by agency ...........cccceevenee 3,742 4,152 9,817
Total proprietary receipts from the public4 ... 55,859 58,715 68,107
OFFSETTING GOVERNMENTAL RECEIPTS
Distributed by agency:

REQUIALOTY FEES ... 2,872
Proposed Legislation (non-PAYGO) 67
Proposed Legislation (PAYGO) .......ccviriirininiieieieneieieiseiseissississsssssseesees 70

OHNET oo 67

Undistributed by agency:

SPECIUM AUCHION PIOCEEAS ....ouvveirercerriiericrieiesi e 342 9,359
Proposed Legislation (PAYGO) ......cccueerinienieniiniiniinsiniinsssssessssssessesssssssssesennes | eeseeneseseens 2,100

Total offsetting governmental rECEIPLS .......vvevrerercrrieirciieieesseiseese s 3,149 10,852 14,535

Total OffSEttiNg FECEIPLS ...cuvvieiiriirieieie et 311,916 329,626 368,606

Lincludes provision for covered Federal civilian employees and military personnel.

2|nterchange receipts between the social security and railroad retirement funds place the social security funds in the same position they would have been if

there were no separate railroad retirement system.
3Includes both Federal funds and trust funds.
4 Consists of:

1996 1997 1998
actual estimate  estimate
On-budget:
Federal funds 19,678 23,325 31,698

Trust funds ...
Off-budget:
TIUSE FUNDS .o 17 19 19

36,164 35,371 36,390






5. TAX EXPENDITURES

Tax expenditures are revenue losses due to pref-
erential provisions of the Federal tax laws, such as
special exclusions, exemptions, deductions, credits, de-
ferrals, or tax rates. They are alternatives to other pol-
icy instruments, such as spending or regulatory pro-
grams, as means of achieving Federal policy goals. Tax
expenditures are created for a variety of reasons, in-
cluding to encourage certain activities, to improve fair-
ness, to ease compliance with and administration of
the tax system, and to reduce certain tax-induced dis-
tortions. The Congressional Budget Act of 1974 (Public
Law 93-344) requires that a list of tax expenditures
be included in the budget.

The largest tax expenditures tend to be associated
with the individual income tax. For example, tax pref-
erences are provided for employer contributions for
medical insurance, pension contributions and earnings,
mortgage interest payments on owner-occupied homes,
capital gains transferred at death, and payments of
State and local individual income taxes. Tax expendi-
tures under the corporate income tax tend to be related
to the rate of cost recovery for various investments;
as is discussed below, the extent to which these provi-
sions are classified as tax expenditures varies according
to the conceptual baseline used. Charitable contribu-
tions and credits for State death taxes are the largest
tax expenditures under the unified transfer (i.e., estate
and gift) tax.

Because of potential interactions among provisions,
this chapter does not present a grand total revenue
loss estimate for tax expenditures. Moreover, past tax

TAX EXPENDITURES

Tax Expenditure Estimates

The Treasury Department prepared all tax expendi-
ture estimates presented here based upon tax law en-
acted as of December 31, 1996. The analysis includes
new tax expenditures which were enacted this year in
the Health Insurance Protection and Accountability Act
and the Small Business Job Protection Act of 1996.
Expired or repealed provisions are not listed if their
revenue effects result only from taxpayer activity occur-
ring before fiscal year 1996.

The total revenue loss estimates for tax expenditures
for fiscal years 1996-2002 are displayed by the budget's
functional categories in table 5-1. Descriptions of the
specific tax expenditure provisions follow the tables of
estimates and discussion of general features of the tax
expenditure concept.

As in prior years, two baseline concepts—the normal
tax baseline and the reference tax law baseline—are
used to identify tax expenditures. For the most part,

changes entailing broad elimination of tax expenditures
were generally accompanied by changes in tax rates
or other basic provisions, so that the net effects on
Federal revenues were considerably (if not totally) off-
set. Nevertheless, in aggregate, tax expenditures have
revenue impacts of hundreds of billions of dollars, and
are some of the most important ways in which the
Federal Government affects economic decisions and
social welfare.

While the significant economic impact is self-evident
for large provisions, smaller tax expenditures can be
important for certain sectors or types of taxpayers. As
is discussed later in this chapter, the Administration
is developing a framework for analyzing and reporting
the economic and other effects of tax expenditures, so
that they can be better compared with policy alter-
natives. Tax expenditures are also discussed in Section
V1 of the Budget, which considers the Federal Govern-
ment's spending, regulatory, and tax policies across
functional areas.

Tax expenditures relating to the individual and cor-
porate income taxes are considered first in this chapter.
They are estimated for fiscal years 1996—2002 using
three methods of accounting: revenue loss, outlay equiv-
alent, and present value. The present value approach
provides estimates of the revenue losses for tax expend-
itures that involve deferrals of tax payments into the
future or have similar long-term effects. Tax expendi-
tures relating to the unified transfer tax are considered
in a section at the end of the chapter.

IN THE INCOME TAX

the two concepts coincide. However, items treated as
tax expenditures under the normal tax baseline, but
not the reference tax law baseline, are indicated by
the designation “normal tax method” in the tables. The
revenue losses for these items are zero using the ref-
erence tax rules. The alternative baseline concepts are
discussed in detail following the estimates.

Table 5-2 reports the respective portions of the total
revenue losses that arise under the individual and cor-
porate income taxes. Listing revenue loss estimates
under the individual and corporate headings does not
imply that these categories of filers benefit from the
special tax provisions in proportion to the respective
tax expenditure amounts shown. Rather, these break-
downs show the specific tax accounts through which
the various provisions are cleared. The ultimate bene-
ficiaries of corporate tax expenditures, for example,
could be stockholders, employees, customers, or others,
depending on the circumstances.
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Table 5-3 ranks the major tax expenditures by fiscal
year 1998 revenue loss. This table merges several indi-
vidual entries provided in table 5-1; for example, table
5-3 contains one merged entry for charitable contribu-
tions instead of the three separate entries found in
table 5-1.

Interpreting Tax Expenditure Estimates

Tax expenditure revenue loss estimates do not nec-
essarily equal the increase in Federal revenues (or the
reduction in budget deficits) that would result from re-
pealing the special provisions, for the following reasons:

* Eliminating a tax expenditure may have incentive
effects that alter economic behavior. These incen-
tives can affect the resulting magnitudes of the
formerly subsidized activity or of other tax pref-
erences or Government programs. For example,
if deductibility of mortgage interest were limited,
some taxpayers would hold smaller mortgages,
with a concomitantly smaller effect on the budget
than if no such limits were in force.

e Tax expenditures are interdependent even without
incentive effects. Repeal of a tax expenditure provi-
sion can increase or decrease the revenue losses
associated with other provisions. For example,
even if behavior does not change, repeal of an
itemized deduction could increase the revenue
losses from other deductions because some tax-
payers would be moved into higher tax brackets.
Alternatively, repeal of an itemized deduction
could lower the revenue loss from other deductions
if taxpayers are led to claim the standard deduc-
tion instead of itemizing. Similarly, if two provi-
sions were repealed simultaneously, the increase
in tax liability could be greater or less than the
sum of the two separate tax expenditures, since
each is estimated assuming that the other remains
in force. In addition, the estimates reported in
Table 5-1 are the totals of individual and cor-
porate income tax revenue losses reported in Table
5-2 and do not reflect any possible interactions
between the individual and corporate income tax
receipts. For this reason, the figures in Table 5-1
(as well as those in Table 5-5, which are also
based on summing individual and corporate esti-
mates) should be regarded as approximations.

» Revenues raised by changes to tax expenditures are
sensitive to timing effects and effective dates.
Changes in some provisions would yield their full
potential revenue gains relatively quickly, whereas
changes to other provisions would only gradually
yield their full revenue potential, as certain deduc-
tions or exemptions would likely be grandfathered.

» The annual value of tax expenditures for tax defer-
rals is reported on a cash basis in all tables except
table 5-4. Cash-based estimates reflect the dif-
ference between taxes deferred in the current year
and incoming revenues that are received due to
deferrals of taxes from prior years. While such
estimates are useful as a measure of cash flows
into the Government, they do not always accu-
rately reflect the true economic cost of these provi-
sions. For example, for a provision where activity
levels have changed, so that incoming tax receipts
from past deferrals are greater than deferred re-
ceipts from new activity, the cash-basis tax ex-
penditure estimate can be negative, despite the
fact that in present-value terms current deferrals
do have a real cost to the Government. Alter-
natively, in the case of a newly enacted deferral
provision, a cash-based estimate can overstate the
real cost to the Government because the newly
deferred taxes will ultimately be received. Present-
value estimates, which are a useful supplement
to the cash-basis estimates for provisions involving
deferrals, are discussed below.

» Repeal of some provisions could affect overall levels
of income and rates of economic growth. In prin-
ciple, repeal of major tax provisions may have
some impact on the budget economic assumptions.
In general, however, most changes in particular
provisions are unlikely to have significant macro-
economic effects.

Present-Value Estimates

Discounted present-value estimates of revenue losses
are presented in table 5-4 for certain provisions that
involve tax deferrals or other long-term revenue effects.
These estimates complement the cash-based tax ex-
penditure estimates presented in the other tables.

The present-value estimates represent the revenue
losses, net of future tax payments, that follow from
activities undertaken during calendar year 1997 which
cause the deferrals or other long-term revenue effects.
For instance, a pension contribution in 1997 would
cause a deferral of tax payments on wages in 1997
and on pension earnings on this contribution (e.g., in-
terest) in later years. In some future year, however,
the 1997 pension contribution and accrued earnings will
be paid out and taxes will be due; these receipts are
included in the present-value estimate. In general, this
conceptual approach is similar to the one used for re-
porting the budgetary effects of credit programs, where
direct loans and guarantees in a given year affect fu-
ture cash flows.
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TABLE 5-1. TOTAL REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX

(In millions of dollars)

Total Revenue Loss

Provision 1998
1996 1997 1998 1999 2000 2001 2002 2002
National defense:
Exclusion of benefits and allowances to armed forces PErSONNEI ..o 2,060 2,080 2,095 2,120 2,140 2,160 2,180 10,695
International affairs:
Exclusion of income earned abroad by United StAteS CIIZENS ..........cvvivreiiiiiiiiieieiiisesi s 1,520 1,680 1,865 2,065 2,290 2,545 2,825 11,590
Exclusion of income of foreign sales corporations 1,500 1,600 1,700 1,800 1,900 2,000 2,100 9,500
Inventory property sales source rules exception ... 1,400 1,500 1,600 1,700 1,800 1,900 2,000 9,000
Deferral of income from controlled foreign corporations (normal tax Method) .........cccurieeenererineeniieeneissee i 2,100 2,200 2,400 2,600 2,800 3,000 3,200 14,000
General science, space, and technology:
Expensing of research and experimentation expenditures (normal tax method) 40 195 430 580 685 740 765 3,200
Credit for increasing research activities 805 685 1,045 250 105 40 5 1,445
Energy:
Expensing of exploration and development costs, fuels .. -210 -130 -40 20 100 75 80 235
Excess of percentage over cost depletion, fuels . 1,125 1,145 1,170 1,190 1,205 1,225 1,255 6,045
Alternative fuel production credit ............cocvevene 570 600 485 565 535 505 485 2,575
Exception from passive loss limitation for working interests in oil and gas properties 50 50 55 55 60 60 65 295
Capital gains treatment of royalties on coal 15 15 15 20 20 20 20 95
Exclusion of interest on State and local IDBs for energy facilities 315 315 315 315 310 310 310 1,560
Enhanced oil recovery credit .. 80 85 90 100 105 105 110 510
New technology credit . 30 35 40 40 40 45 45 210
Alcohol fuel credit* 10 10 10 10 10 10 10 50
Tax credit and deduction for clean-fuel burning vehicles and properties 65 65 75 80 85 90 95 425
Exclusion from income of conservation subsidies provided by public utilities 150 65 15 30 35 45 45 170
Natural resources and environment:
Expensing of exploration and development costs, nonfuel minerals ... 35 35 35 35 35 35 35 175
Excess of percentage over cost depletion, nonfuel minerals 285 295 300 305 315 320 325 1,565
Capital gains treatment 0f ir0N OF8 ... | s | o | oo | s | s | e | s |
Special rules for mining reclamation reserves ... 50 50 50 50 50 50 50 250
Exclusion of interest on State and local IDBs for pollution control and sewage and waste disposal facilities 700 690 675 655 640 600 545 3,115
Capital gains treatment of certain timber income .. 15 15 15 20 20 20 20 95
Expensing of multiperiod timber growing costs 395 415 440 460 485 505 525 2,415
Investment credit and seven-year amortization for reforestation expenditures 45 50 50 50 50 50 50 250
Tax incentives for preservation of historic structures 125 120 115 115 110 105 105 550
Agriculture:
Expensing of certain capital outlays 65 65 65 70 70 70 70 345
Expensing of certain multiperiod production costs 80 80 80 85 85 85 85 420
Treatment of loans forgiven solvent farmers as if insolvent ... 10 10 10 10 10 10 10 50
Capital gains treatment of certain income 165 170 175 180 185 190 195 925
Commerce and housing:
Financial institutions and insurance:
Exemption Of Credit UNION INCOME ...t 660 700 745 790 835 885 940 4,195
Excess bad debt reserves of financial institutions 90 70 40 15 [ [RPOO R 60
Deferral on income on life insurance and annuity contracts ... 10,525 | 11,210 | 11,940 | 12,715 | 13,540 | 14,420 | 15,360 67,975
Special alternative tax on small property and casualty insurance companies 5 5 5 5 5 5 5 25
Tax exemption of certain insurance companies 240 245 255 260 280 295 310 1,400
Small life insurance company deduction 110 115 120 130 135 140 145 670
Housing:
Exclusion of interest on owner-occupied mortgage SubSidy BONAS ..........ccoevrviiirinrineeessese e 1,765 | 1,755 1,735 | 1715| 1,690 | 1,665 | 1,640 8,445
Exclusion of interest on State and local debt for rental housing .... 755 760 755 760 765 760 750 3,790
Deductibility of mortgage interest on owner-occupied homes 47,525 | 49,820 | 52,115 | 54,440 | 56,830 | 59,345 | 62,060 | 284,790
Deductibility of State and local property tax on owner-occupied homes 15,900 | 16,670 | 17,435 | 18,215 | 19,015 | 19,855 | 20,765 95,285
Deferral of income from post 1987 installment sales .. 955 975 995 | 1,005 | 1,035 | 1,055| 1,075 5,175
Deferral of capital gains on home sales ... 14,410 | 14,845 | 15,290 | 15,745 | 16,220 | 16,705 | 17,205 81,165
Exclusion of capital gains on home sales for persons age 55 and over 5225 | 5230 | 509 | 5515| 5295| 5810| 5495| 27,210
Exception from passive loss rules for $25,000 of rental loss 3,950 3,700 3,470 3,260 3,065 2,885 2,715 15,395
Credit for low-income housing investments 2,600 | 2,840 3270 | 3500 | 3595 | 3445| 3,325 17,135
Accelerated depreciation on rental housing (normal tax method) ... 1,190 1,350 1,555 1,955 2,335 2,240 2,310 10,395
Commerce:
Cancellation of indebtedness 70 40 15 | -10 -5 -5 -5
Permanent exceptions from imputed interest rules .. 150 155 155 160 160 160 165 800
Capital gains (other than agriculture, timber, iron ore, and coal) (normal tax method) 7,990 8,230 8,480 8,730 8,995 9,265 9,540 45,010
Capital gains exclusion 0f sSmall COrPOration StOCK ...........ceiererrienireirniieiiniieesssiesseessesssssssss s sessssssssssessessssssssssssnsies | snvennsnes | veenssenns 5 20 40 70 95 230
Step-up basis of capital gains at death ... 31,945 | 33,225 | 34,555 | 35,940 | 37,375 | 173,040
Carryover basis of capital gains on gifts ... 160 170 180 190 200 900
Ordinary income treatment of loss from small business corporation Stock Sale ...........ccccreiciniiineininseensiens 35 35 35 35 40 40 40 190
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TABLE 5-1. TOTAL REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued

(In millions of dollars)

Total Revenue Loss

Provision 1998
1996 1997 1998 1999 2000 2001 2002 2002
Accelerated depreciation of buildings other than rental housing (normal tax method) .........cccoerreeieneininineienneiiens 6,800 5,800 4,660 3,420 2,385 1,640 1,085 13,190
Accelerated depreciation of machinery and equipment (normal tax method) 25430 | 27,280 | 29,285 | 32,500 | 35,730 | 38,325 | 40,125 | 175,965
Expensing of certain small investments (normal tax method) 1,440 | 1,065 900 890 850 700 560 3,900
Amortization of start-up costs (normal tax method) 195 200 205 210 215 220 225 1,075
Graduated corporation income tax rate (normal tax method) . 4435 | 4695 | 4940 | 5125| 5455| 5720 | 5925 | 27,165
Exclusion of interest on small issue IDBs ... 275 265 260 255 250 250 240 1,255
Treatment of Alaska Native Corporations 20 15 10 5 5 5 s 25
Transportation:
Deferral of tax on ShippiNG COMPANIES .........ucvuiiuiiuieriiieieiiees e 20 20 20 20 20 20 20 100
Exclusion of reimbursed employee parking expenses . 1250 | 1285| 1315 1350 | 1,385 | 1,425 | 1,470 6,945
Exclusion for employer-provided transit passes 50 60 70 85 100 115 130 500
Community and regional development:
Investment credit for rehabilitation of structures (other than historic) 80 80 70 70 70 65 65 340
Exclusion of interest on IDBs for airports, docks, and sports and convention facilities 1980 | 1975| 1970 | 1915| 1,865| 1,810 | 1,760 9,320
Exemption of certain mutuals’ and cooperatives’ income 60 60 60 65 65 65 70 325
Empowerment zones 530 585 640 670 700 700 530 3,240
Education, training, employment, and social services:
Education:
Exclusion of scholarship and fellowship income (normal tax method) ... 835 845 850 860 870 875 885 4,340
Exclusion of interest on State and local student loan bonds 305 290 280 265 260 250 250 1,305
Exclusion of interest on State and local debt for private nonprofit educational facilities .. 955 930 895 860 830 800 775 4,160
Exclusion of interest on savings bonds transferred to educational institutions 5 10 10 15 15 15 20 75
Parental personal exemption for students age 19 or over .. 820 845 885 930 985 1,045 1,090 4,935
Deductibility of charitable contributions (education) 1,865 1,960 2,060 2,165 2,270 2,385 2,500 11,380
Exclusion of employer provided educational assistance .. 20 575 20 | e | e | e | e 20
Training, employment, and social services:
WOrk OPPOTUNILY 18X CTEAIL ......vvvevirceicisciieeieei s nniens | erisensines 120 150 85 30 10 | o 275
Exclusion of employer provided child care 775 830 890 955 | 1,025 | 1,100 | 1,180 5,150
AOPLION BSSISTANCE ....oveviviueiiiiiisiiis s st | s 10 200 320 355 370 365 1,610
Exclusion of employee meals and lodging (other than military) . 570 600 630 665 700 735 775 3,505
Credit for child and dependent care expenses . 2580 | 2,705 | 2,840 | 2985 | 3,130 | 3290 | 3455| 15700
Credit for disabled access expenditures 80 85 85 85 90 90 90 440
Expensing of costs of removing certain architectural barriers to the handicapped .. 20 20 20 20 20 20 20 100
Deductibility of charitable contributions, other than education and health 16,045 | 16,845 | 17,680 | 18,560 | 19,480 | 20,445 | 21,455 97,620
Exclusion of certain foster care payments 30 35 35 35 40 40 45 195
Exclusion of parsonage allowances 295 315 335 360 380 410 435 1,920
Health:
Exclusion of employer contributions for medical insurance premiums and medical care 64,450 | 70,460 | 75,750 | 81,285 | 86,900 | 92,815 | 98,995 | 435,745
MEUICAl SAVINGS ACCOUNLS .....uuvvueriieurieisrisessesseisises bbbttt enienies | sinnisniies 10 100 190 195 195 200 880
Deductibility of medical expenses 3,675 4,060 4,535 4,895 5,270 5,670 6,100 26,470
Exclusion of interest on State and local debt for private nonprofit health facilities 2,135 2,080 2,005 1,930 1,855 1,790 1,745 9,325
Deductibility of charitable contributions (health) 2,360 2,480 2,600 2,735 2,870 3,005 3,155 14,365
Tax credit for orphan drug research 5 20 10 | e | v | e | s 10
Special Blue Cross/Blue Shield deduction 120 135 95 150 165 200 250 860
Income security:
Exclusion of railroad retirement system benefits ... 440 440 450 450 455 455 465 2,275
Exclusion of workmen’s compensation benefits ... 4695 | 4970 | 5305| 5550 | 5855| 6,220 | 6,660 | 29,590
Exclusion of public assistance benefits (normal tax method) 500 515 550 575 600 625 655 3,005
Exclusion of special benefits for disabled coal miners 90 90 85 80 75 75 70 385
Exclusion of military disability pensions 130 130 130 130 130 130 130 650
Net exclusion of pension contributions and earnings:
EMPIOYET PIANS ...ttt 55,410 | 55,810 | 56,245 | 56,665 | 57,085 | 57,510 [ 57,940 | 285,445
Individual Retirement Accounts .. 8,025 8,345 8,600 8,880 9,125 9,340 9,520 45,465
Keogh plans ... .| 3030 | 3200 3325| 3500| 3,680 | 3875| 4,080 18460
Exclusion of employer provided death DENEFILS ..o 35 35 35 40 40 45 45 205
Exclusion of other employee benefits:
Premiums on group term life iNSUTANCE .......c.ciuiieirieiireieise ettt 2,495 2,615 2,745 2,880 3,020 3,170 3,325 15,140
Premiums on accident and disability insurance 155 165 175 185 195 205 215 975
Income of trusts to finance supplementary unemployment benefits ... 20 20 20 20 20 20 20 100
Special ESOP rules 905 735 720 740 760 790 820 3,830
Additional deduction for the blind 25 25 25 30 30 30 30 145
Additional deduction for the elderly .... 1470 | 1485| 1495 1500 | 1510 1,515| 1,515 7,535
Tax credit for the elderly and disabled 45 50 50 50 50 50 50 250
Deductibility of casualty losses 460 485 510 535 560 590 620 2,815
EArNEd iNCOME CTEAILZ ........oveicvevieteiee ettt bbb bbbt b s bbb b s s st bbb s et b st nseaan 5,097 5,653 5,814 6,112 6,319 6,621 6,859 31,725
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TABLE 5-1. TOTAL REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued

(In millions of dollars)

Total Revenue Loss

Provision 1998

1996 1997 1998 1999 2000 2001 2002 2002

Social Security:

Exclusion of social security benefits:
OASI benefits fOr Fetired WOTKETS ..ot 17,005 | 17,810 | 18,495 | 19,290 | 20,190 | 20,875 | 21,495 | 100,345
Disability insurance benefits 2,090 2,375 2,615 2,820 3,045 3,290 3,545 15,315
Benefits for dependents and survivors .. 3,795 | 3985 | 4175 | 4355 | 4530| 4710| 4895 | 22,665

Veterans benefits and services:

Exclusion of veterans disability compensation .. 2615 | 2770 | 2930 | 3,100 | 3280 | 3470| 3675| 16,455

Exclusion of veterans pensions 70 70 70 70 75 80 85 380
Exclusion of Gl bill benefits 50 60 70 80 90 95 100 435
Exclusion of interest on State and local debt for veterans housing ... 40 40 35 35 35 35 35 175

General purpose fiscal assistance:
Exclusion of interest on public purpose State and local debt 15,720 | 15,800 | 15,735 | 15595 | 15,445 | 15300 | 15170 | 77,245
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes .| 28,265 | 29,630 | 30,995 | 32,375 | 33,800 | 35,290 | 36,910 | 169,370
Tax credit for corporations receiving income from doing business in U.S. possessions ... 2,760 | 2,700 | 2,770 | 2,800 | 2,885 | 2970 | 3,060 | 14,485

Interest:
Deferral of interest 0N SAVINGS DONGAS .......vuuevriiriieiiieeiee et bbbt 1,300 1,290 1,285 1,270 1,215 1,170 1,155 6,095

Addendum—Aid to State and local governments:
Deductibility of:
Property taxes on owner-occupied homes
Nonbusiness State and local taxes other than on owner-occupied homes
Exclusion of interest on:
Public purpose State and 10CAI HEDE ..o 15,720 | 15,800 | 15,735 [ 15,595 | 15,445 | 15,300 | 15,170 77,245
IDBs for certain energy facilities 315 315 315 315 310 310 310 1,560
IDBs for pollution control and sewage and waste disposal facilities .. 700 690 675 655 640 600 545 3,115
Small-issue IDBs 275 265 260 255 250 250 240 1,255
Owner-occupied mortgage revenue bonds 1,765 1,755 1,735 1,715 1,690 1,665 1,640 8,445
State and local debt for rental housing ..... 755 760 755 760 765 760 750 3,790
IDBs for airports, docks, and sports and convention facilities 1,980 1,975 1,970 1,915 1,865 1,810 1,760 9,320
State and local student loan bonds 305 290 280 265 260 250 250 1,305
State and local debt for private nonprofit educational facilities ... 955 930 895 860 830 800 775 4,160
State and local debt for private nonprofit health facilities 2,135 | 2,080 2005| 1930 (| 1,855 | 1,790 | 1,745 9,325
State and local debt for VEtErans NOUSING ..o 40 40 35 35 35 35 35 175

LIn addition alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 1996 $670; 1997 $670; 1998 $700; 1999 $740; 2000 $770; 2001 $800; and 2002 $840.

2The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays (in millions of dollars) is as follows: 1996 $19,159; 1997 $21,163; 1998 $21 983; 1999
$22,864; 2000 $23,818; 2001 $24,634; and 2002 $25,518.

Note: Provisions with estimates denoted “normal tax method” have no revenue loss under the reference tax law method.

All estimates have been rounded to the nearest $5 million.

Figures in table 5-1 are the arithmetic sums of corporate and individual income tax revenue loss estimates from table 5-2, and do not reflect possible interactions across these two taxes.

15,900 | 16,670 | 17,435 | 18,215 | 19,015 | 19,855 | 20,765 | 95,285
28,265 | 29,630 | 30,995 | 32,375 | 33,800 | 35290 | 36,910 | 169,370
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TABLE 5-2. CORPORATE AND INDIVIDUAL INCOME TAX REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES

(In millions of dollars)

Revenue Loss

Provision Corporations Individuals
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002
National defense:
Exclusion of benefits and allowances to armed forces personnel ................. — — — — — — —| 2,060 2,080 2095 2120 2140( 2160| 2,180
International affairs:
Exclusion of income earned abroad by United States citizens ... — — — — — — —| 1520 1,680 1,865 2,065 2290 2545 2,825
Exclusion of income of foreign sales corporations 1,500 1,600 1,700| 1,800| 1,900| 2,000| 2,100 — — — — — — —
Inventory property sales source rules exception .. 1,400 1,500| 1,600| 1,700| 1,800 1,900| 2,000 — — — — — — —
Deferral of income from controlled foreign corporatlons (normal tax method) 2,100 2,200| 2,400| 2,600 2,800| 3,000 3,200 — — — — — — —
General science, space, and technology:
Expensing of research and experimentation expenditures (normal tax meth-
40 190 420 570 670 725 750 oo 5 10 10 15 15 15
Credit for increasing research activities 790 670| 1,035 250 105 40 5 15 15 10 e | e | e | e
Energy:
Expensing of exploration and development costs, fuels -155 -95 -30 15 80 55 60 -55 -35 -10 5 20 20 20
Excess of percentage over cost depletion, fuels 845 860 875 890 905 920 940 280 285 295 300 300 305 315
Alternative fuel production Credit ... 535 565 450 535 505 475 455 35 35 35 30 30 30 30
Exception from passive loss limitation for working interests in oil and gas
properties ... — — — — — — — 50 50 55 55 60 60 65
Capital gains treatment of royalties on coal .. — — — — — — — 15 15 15 20 20 20 20
Exclusion of interest on State and local IDBs for energy facilities 125 125 125 125 125 125 125 190 190 190 190 185 185 185
Enhanced oil recovery credit 75 80 85 90 95 95 100 5 5 5 10 10 10 10
New technology credit 30 35 40 40 40 45 A5 e [ Lo L L [ [
AlcONOl fUB CTEAIEL ... 5 5 5 5 5 5 5 5 5 5 5 5 5 5
Tax credit and deduction for clean-fuel burning vehicles and properties ...... 55 55 60 60 60 65 70 10 10 15 20 25 25 25
Exclusion from income of conservation subsidies provided by public utilities 100 10 -45 -35 -30 -25 -25 50 55 60 65 65 70 70
Natural resources and environment:
Expensing of exploration and development costs, nonfuel minerals .. 25 25 25 25 25 25 25 10 10 10 10 10 10 10
Excess of percentage over cost depletion, nonfuel minerals 215 220 225 230 235 240 245 70 75 75 75 80 80 80
Capital gains treatment of iron ore .........c........ — — — — — — [ e [ Lo [ Lo Lo [
Special rules for mining reclamation reserves .. 45 45 45 45 45 45 45 5 5 5 5 5 5 5
Exclusion of interest on State and local IDBs for pollution control and sew-
age and waste disposal faCilities ..., 280 275 270 260 255 235 215 420 415 405 395 385 365 330
Capital gains treatment of certain timber income . — — — — — — — 15 15 15 20 20 20 20
Expensing of multiperiod timber growing costs 225 235 250 260 275 285 295 170 180 190 200 210 220 230
Investment credit and seven-year amortization for reforestation expendl
tures 20 20 20 20 20 20 20 25 30 30 30 30 30 30
Tax incentives for preservation of historic structures ... 25 25 25 25 20 20 20 100 95 90 90 90 85 85
Agriculture:
Expensing of certain capital outlays 10 10 10 10 10 10 10 55 55 55 60 60 60 60
Expensing of certain multiperiod production costs ... 10 10 10 10 10 10 10 70 70 70 75 75 75 75
Treatment of loans forgiven solvent farmers as if insolvent — — — — — — — 10 10 10 10 10 10 10
Capital gains treatment of certain income — — — — — — — 165 170 175 180 185 190 195
Commerce and housing:
Financial institutions and insurance:
Exemption of credit Union INCOME .......covvueiiiernernrenieeesisseeneras 660 700 745 790 835 885 940 — — — — — — -
Excess bad debt reserves of financial institutions 90 70 40 15 L3 [N I — — — — — — —
Deferral on income on life insurance and annuity contracts .. 325 345 370 395 420 445 4751 10,200 | 10,865 11,570 | 12,320 | 13,120 | 13,975 14,885
Special alternative tax on small property and casualty insurance compa-
TUES oveeerere ettt 5 5 5 5 5 5 5 — — — — — — —
Tax exemption of certain insurance companies 240 245 255 260 280 295 310 — — — — — — —
Small life insurance company deduction 110 115 120 130 135 140 145 — — — — — — —
Housing:
Exclusion of interest on owner-occupied mortgage subsidy bonds .... 705 700 690 685 675 665 655| 1,060 1,055 1,045( 1,030( 1,015 1,000 985
Exclusion of interest on State and local debt for rental housing 300 305 300 305 305 305 300 455 455 455 455 460 455 450
Deductibility of mortgage interest on owner-occupied homes ................... — — — — — — —| 47,525 49,820 52,115 | 54,440 | 56,830 | 59,345 | 62,060
Deductibility of State and local property tax on owner-occupied homes ... — — — — — — —| 15,900 16,670 17,435 18,215 19,015 19,855 | 20,765
Deferral of income from post 1987 installment sales 245 250 255 260 265 270 275 710 725 740 755 770 785 800
Deferral of capital gains on home sales . — — — — — — —| 14,410 14,845 15,290 | 15,745 16,220 | 16,705 | 17,205
Exclusion of capital gains on home sales for persons age 55 and over — — — — — — —| 5225| 5230| 5095| 5515| 5295| 5810| 5,495
Exception from passive loss rules for $25,000 of rental loss — — — — — — —| 3,950 3,700 3,470( 3,260 3,065 2885| 2,715
Credit for low-income housing investments 520 570 655 700 720 690 665| 2,080 2,270| 2,615| 2,800 2,875| 2,755| 2,660
Accelerated depreciation on rental housing (normal tax method) .............. 750 855| 1,005| 1,340| 1,650| 1,500| 1,515 440 495 550 615 685 740 795
Commerce:
Cancellation of INdEDIEANESS ........cccoiviiiriiirii s — — — — — — — 70 40 150 -10 -5 -5
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TABLE 5-2. CORPORATE AND INDIVIDUAL INCOME TAX REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES—Continued

(In millions of dollars)

Revenue Loss

Provision Corporations Individuals

1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002

Permanent exceptions from imputed interest rules .. — — — — — — — 150 155 155 160 160 160 165

Capital gains (other than agriculture, timber, iron ore, and coal) (normal

taxX MEthOd) ..o — — — — — — —| 7,990| 8230| 8480| 8730 8995| 9,265 9,540
Capital gains exclusion of small corporation stock — — — — — — el [T IO 5 20 40 70 95
Step-up basis of capital gains at death — — — — — — —| 29,530 30,715 31,945 33,225 34,555 | 35,940 | 37,375
Carryover basis of capital gains on gifts ........cccvervrrenineenenninenens — — — — — — — 140 150 160 170 180 190 200
Ordinary income treatment of loss from small business corporation stock

sale — — — — — — — 35 35 35 35 40 40 40
Accelerated depreciation of buildings other than rental housing (normal

AX MELNOA) oo 4780| 4,070 3,260( 2,385 1,695 1,185 800 2,020 1,730| 1,400| 1,035 690 455 285
Accelerated depreciation of machinery and equipment (normal tax meth-

0) oottt 20,195| 21,510 23,055| 25,510 27,980 | 29,625| 31,080| 5235| 5770 6,230 6,990| 7,750| 8,700| 9,045

875 655 575 580 560 470 385 565 410 325 310 290 230 175
90 95 95 100 100 105 105 105 105 110 110 115 115 120
4435| 4695| 4,940| 5125| 5455| 5720| 5,925 - - - - - - -
110 105 105 100 100 100 95 165 160 155 155 150 150 145
20 15 10 5 5 5[ — - - - - - -

Expensing of certain small investments (normal tax method)
Amortization of start-up costs (normal tax method)
Graduated corporation income tax rate (normal tax method)
Exclusion of interest on small issue IDBs
Treatment of Alaska Native Corporations

Transportation:
Deferral of tax on shipping companies 20 20 20 20 20 20 20 — — — — — — —
Exclusion of reimbursed employee parking expenses .. — — — — — — —| 1,250 1,285 1,315 1,350( 1,385| 1,425| 1,470
Exclusion for employer-provided transit PaSSES .........ccceeereeneereieneereninernns — — — — — — — 50 60 70 85 100 115 130

Community and regional development:
Investment credit for rehabilitation of structures (other than historic) ............ 15 15 15 15 15 15 15 65 65 55 55 55 50 50
Exclusion of interest on IDBs for airports, docks, and sports and conven-
tion facilities 790 790 785 760 740 720 700 1,190| 1,185| 1,185| 1,155| 1,125| 1,090 1,060

60 60 60 65 65 65 70 — — — — — — —
500 550 600 625 650 650 490 30 35 40 45 50 50 40

Exemption of certain mutuals’ and cooperatives’ income .
Empowerment zones

Education, training, employment, and social services:

Education:
Exclusion of scholarship and fellowship income (normal tax method) ...... — — — — — — — 835 845 850 860 870 875 885
Exclusion of interest on State and local student loan bonds .................... 120 115 110 105 105 100 100 185 175 170 160 155 150 150
Exclusion of interest on State and local debt for private nonprofit edu-
Cational faCilitIes .........c..ereerrreerreiieriier s 380 370 355 340 330 320 310 575 560 540 520 500 480 465
Exclusion of interest on savings bonds transferred to educational institu-
tions — — — — — — — 5 10 10 15 15 15 20

Parental personal exemption for students age 19 or over ..
Deductibility of charitable contributions (education) .........
Exclusion of employer provided educational assistance .
Training, employment, and social services:

Work opportunity tax Credit ..........coocoeerereeereieeieseeseseesssesessssesesenes | eeeieriens 100 130 70 25 10 i | s 20 20 15 [ [ I
Exclusion of employer provided child care ... — — — — — — — 775 830 890 955| 1,025 1,100( 1,180
Adoption aSSIStANCE ........ccccrvererrireririieniins — — — — — — — | 10 200 320 355 370 365
Exclusion of employee meals and lodging (other than military) . — — — — — — — 570 600 630 665 700 735 775
Credit for child and dependent care expenses . — — — — — — —| 2,5580| 2,705| 2,840| 2,985| 3,130| 3,290| 3,455
Credit for disabled access expenditures 50 50 50 50 55 55 55 30 35 35 35 35 35 35
Expensing of costs of removing certain architectural barriers to the

NANAICAPPEA ... 15 15 15 15 15 15 15 5 5 5 5 5 5 5
Deductibility of charitable contributions, other than education and health 670 700 730 760 790 820 850 15,375 16,145 16,950 | 17,800 | 18,690 | 19,625 | 20,605
Exclusion of certain foster care payments ... — — — — — — — 30 35 35 35 40 40 45
Exclusion of parsonage allowances ... — — — — — — — 295 315 335 360 380 410 435

- - - - - - - 820 845 885 930 985| 1,045| 1,090
180 190 200 210 220 230 240| 1,685| 1,770| 1,860| 1955| 2,050 2,155 2,260
— — - - - - - 20 575 L0 (SRR (SRRSO USRI

Health:
Exclusion of employer contributions for medical insurance premiums and
MEAICAI CAME ...voeeiiieirii s — — — — — - —| 64,450| 70,460 75,750 | 81,285 86,900 | 92,815 | 98,995
Medical savings accounts — — — — — — — [ e 10 100 190 195 195 200

— — — — — — —| 3,675| 4060| 4535| 4895| 5270| 5670 6,100

Deductibility of medical expenses ..
Exclusion of interest on State and local debt for private nonprofit health fa

cilities
Deductibility of charitable contributions (health)
Tax credit for orphan drug research ..............
Special Blue Cross/Blue Shield deduction ...

850 825 795 765 735 710 695| 1,285| 1,255| 1,210| 1,165| 1,120( 1,080( 1,050
640 675 705 745 780 810 850| 1,720 1,805| 1,895| 1990| 2090( 2195( 2305

5 20 10| oo | e | e | e — — — — — _ —
120 135 95 150 165 200 250 — — — — — — —

Income security:
Exclusion of railroad retirement system benefits ... — — — — — — — 440 440 450 450 455 455 465
Exclusion of workmen’s compensation benefits .... — — — — — — —| 4,695| 4970 5305| 5550| 5855| 6,220 6,660
Exclusion of public assistance benefits (normal tax method) ............cocvevnnee — — — — — — — 500 515 550 575 600 625 655
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TABLE 5-2. CORPORATE AND INDIVIDUAL INCOME TAX REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES—Continued

(In millions of dollars)

Revenue Loss

Provision Corporations Individuals
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002
Exclusion of special benefits for disabled coal miners . — — — — — — — 90 90 85 80 75 75 70
Exclusion of military disability pensions — — — — — — — 130 130 130 130 130 130 130
Net exclusion of pension contributions and earnings:
Employer plans — — — — — — —| 55,410 55,810 56,245 | 56,665 | 57,085 | 57,510 | 57,940
Individual Retirement Accounts .. — — — — — — —| 8,025 8,345 8,600( 8880 9,125 9,340( 9,520
Keogh plans — — — — — — —| 3,030 3200| 3325| 3500 3680 3875( 4,080
Exclusion of employer provided death benefits . — — — — — — — 35 35 35 40 40 45 45
Exclusion of other employee benefits:
Premiums on group term life insurance — — — — — — —| 2495 2615 2,745 2,880( 3,020 3,170( 3,325
Premiums on accident and disability insurance ... — — — — — — — 155 165 175 185 195 205 215
Income of trusts to finance supplementary unemployment benefits — — — — — — — 20 20 20 20 20 20 20
SPECIAl ESOP TUIBS ..ouvvvvuirisrireisesssssesssessisss s s ssssssssssssessssessssssssses 845 675 660 680 700 730 760 60 60 60 60 60 60 60
Additional deduction for the blind — — — — — — — 25 25 25 30 30 30 30
Additional deduction for the elderly ... — — — — — — —| 1470| 1485| 1495| 1500| 1,510 1,515| 1,515
Tax credit for the elderly and disabled .. — — — — — — — 45 50 50 50 50 50 50
Deductibility of casualty losses — — — — — — — 460 485 510 535 560 590 620
Earned inCOmME Credit2 ........c.coooveeereiereieiesee e ns — — — — — — —| 5,097| 5,653| 5814| 6,112| 6,319| 6,621| 6,859
Social Security:
Exclusion of social security benefits:
OASI benefits for retired workers .. — — — — — — —| 17,005| 17,810 18,495| 19,290 | 20,190 | 20,875| 21,495
Disability insurance benefits ........... — — — — — — —| 2,090| 2,375| 2,615| 2,820| 3,045| 3,290 3,545
Benefits for dependents and survivors ...... — — — — — — —| 3,795 3,985 4,175 4,355 4530( 4,710( 4,895
Veterans benefits and services:
Exclusion of veterans disability compensation .. — — — — — — —| 2,615| 2,770 2,930| 3,100| 3,280| 3,470| 3,675
Exclusion of veterans pensions — — — — — — — 70 70 70 70 75 80 85
Exclusion of Gl bill benefits ....... — — — — — — — 50 60 70 80 90 95 100
Exclusion of interest on State and local debt for veterans housing ... 15 15 15 15 15 15 15 25 25 20 20 20 20 20
General purpose fiscal assistance:
Exclusion of interest on public purpose State and local debt ...........ccccovcvuuee 6,290 6,310 6,280 6,220 6,160 6,105| 6,055| 9,430| 9,490| 9,455| 9,375| 9,285| 9,195| 9,115
Deductibility of nonbusiness State and local taxes other than on owner-oc-
CUPIEd NOMES .ooeciieieiii e — — — — — — —| 28,265| 29,630 30,995 | 32,375 33,800 | 35,290 | 36,910
Tax credit for corporations receiving income from doing business in U.S.
POSSESSIONS ..veerirersiesrieesises bbbt 2,760( 2,700 2,770 2,800 2,885 2,970| 3,060 — — — — — — —
Interest:
Deferral of interest on Savings boNdS ..o — — — — — — —| 1,300 1,290| 1,285| 1,270| 1,215| 1,170| 1,155
Addendum—Aid to State and local governments:
Deductibility of:
Property taxes on owner-occupied hOMES ... — — — — — — —| 15,900 16,670 17,435| 18,215| 19,015 19,855 | 20,765
Nonbusiness State and local taxes other than on owner-occupied homes — — — — — — —| 28,265| 29,630 | 30,995| 32,375 33,800 | 35,290 | 36,910
Exclusion of interest on:
Public purpose State and local debt 6,290| 6,310| 6,280| 6,220 6,160| 6,105| 6,055| 9,430| 9,490| 9455| 9375| 9,285| 9,195| 9,115
IDBs for certain energy facilities ............ 125 125 125 125 125 125 125 190 190 190 190 185 185 185
IDBs for pollution control and sewage and waste disposal facilities ......... 280 275 270 260 255 235 215 420 415 405 395 385 365 330
Small-issue IDBs 110 105 105 100 100 100 95 165 160 155 155 150 150 145
Owner-occupied mortgage revenue bonds ... 705 700 690 685 675 665 655| 1,060 1,055 1,045( 1,030( 1,015( 1,000 985
State and local debt for rental housing 300 305 300 305 305 305 300 455 455 455 455 460 455 450
IDBs for airports, docks, and sports and convention facilities 790 790 785 760 740 720 700 1,190| 1,185( 1,185( 1,155| 1,125( 1,090 1,060
State and local student loan bonds ... 120 115 110 105 105 100 100 185 175 170 160 155 150 150
State and local debt for private nonprofit educational facilities 380 370 355 340 330 320 310 575 560 540 520 500 480 465
State and local debt for private nonprofit health facilities ... 850 825 795 765 735 710 695 1,285| 1,255| 1,210 1,165| 1,120| 1,080| 1,050
State and local debt for veterans housing 15 15 15 15 15 15 15 25 25 20 20 20 20 20

11n addition alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 1996 $670; 1997 $670; 1998 $700; 1999 $740; 2000 $770; 2001 $800; and 2002 $840.
2The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays (in millions of dollars) is as follows: 1996 $19,159; 1997 $21,163; 1998 $21,983; 1999

$22,864; 2000 $23,818; 2001 $24,634; and 2002 $25,518.

Note: Provisions with estimates denoted “normal tax method” have no revenue loss under the reference tax law method.

All estimates have been rounded to the nearest $5 million.
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TABLE 5-3. MAJOR TAX EXPENDITURES IN THE INCOME TAX, RANKED BY TOTAL 1998 REVENUE LOSS

(In millions of dollars)

Provision 1998 1998-2002

Exclusion of employer contributions for medical insurance premiums and medical care .. 75,750 435,745
Net exclusion of employer pension-plan contributions and earnings ...... . 56,245 285,445

Deductibility of mortgage interest on owner-occupied homes .. 52,115 284,790
Step-up basis of capital gains at death 31,945 173,040
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes 30,995 169,370
Accelerated depreciation of machinery and equipment (normal tax method) 29,285 175,965
Deductibility of charitable contributions 22,340 123,365
Exclusion of OASI benefits for retired workers ..... 18,495 100,345
Deductibility of State and local property tax on owner-occupied homes 17,435 95,285
Exclusion of interest on public purpose State and local debt .. 15,735 717,245
Deferral of capital gains on home sales 15,290 81,165
Deferral on income on life insurance and annuity contracts 11,940 67,975
Exclusion of interest on State and local debt for various non-public purposes 8,925 42,450
Net exclusion of Individual Retirement Account contributions and earnings 8,600 45,465
Capital gains (other than agriculture, timber, iron ore, and coal) (normal tax method) 8,480 45,010
Earned income credit? ... 5,814 31,725
Exclusion of workmen’s compensation benefits .... 5,305 29,590
Exclusion of capital gains on home sales for persons age 55 and over ... 5,095 27,210
Graduated corporation income tax rate (normal tax method) 4,940 27,165
Accelerated depreciation of buildings other than rental housing (normal tax method) .. 4,660 13,190
Deductibility of medical expenses 4,535 26,470
Exclusion of Social Security benefits for dependents and survivors 4,175 22,665
Exception from passive loss rules for $25,000 of rental loss 3,470 15,395
Net exclusion of Keogh plan contributions and eamnings . 3,325 18,460
Credit for low-income housing investments 3,270 17,135
Exclusion of veterans disability compensation 2,930 16,455
Credit for child and dependent care expenses 2,840 15,700
Tax credit for corporations receiving income from doing business in U.S. possessions 2,770 14,485
Exclusion of employer-provided premiums on group term life insurance ... 2,745 15,140
Exclusion of Social Security disability insurance benefits ... 2,615 15,315
Deferral of income from controlled foreign corporations (normal tax method) 2,400 14,000

Exclusion of benefits and allowances to armed fOrCES PEISONNEI ............ccuuriiriiiriiirieee i 2,095 10,695

Exclusion of interest on State and local debt for private nonprofit health facilities ... 2,005 9,325
Exclusion of income earned abroad by United States citizens 1,865 11,590
Exclusion of income of foreign sales corporations ... 1,700 9,500
Inventory property sales source rules exception 1,600 9,000
Accelerated depreciation on rental housing (normal tax method) 1,555 10,395
Additional deduction for the elderly .......c.ccoovirvivers 1,495 7,535
Exclusion of reimbursed employee parking expenses .. 1,315 6,945
Deferral of interest on savings bonds ................... 1,285 6,095
Excess of percentage over cost depletion (fuels) 1,170 6,045
Credit for increasing research activities 1,045 1,445
Deferral of income from post 1987 installment sales ... 995 5,175
Expensing of certain small investments (normal tax method) .. 900 3,900
Exclusion of employer provided child care 890 5,150
Parental personal exemption for students age 19 or over 885 4,935
Exclusion of scholarship and fellowship income (normal tax method) 850 4,340
Exemption of credit union income .. 745 4,195
Special ESOP rules ..... 720 3,830
Empowerment zones ... 640 3,240
Exclusion of employee meals and lodging (other than military) .. 630 3,505
Exclusion of public assistance benefits (normal tax method) 550 3,005
Deductibility of casualty losses ... 510 2,815
Alternative fuel production credit 485 2,575
Exclusion of railroad retirement system benefits .. 450 2,275
Expensing of multiperiod timber growing costs ... 440 2,415
Expensing of research and experimentation expenditures (normal tax method) 430 3,200
Exclusion of parsonage allowances ...........cccoervrneeiniinns 335 1,920
Excess of percentage over cost depletion, nonfuel minerals 300 1,565
Exclusion of interest on small issue IDBs 260 1,255
Tax exemption of certain insurance companies ... 255 1,400
Amortization of start-up costs (normal tax method) .. 205 1,075
AdOpLion aSSISIANCE ......c.coveiveerreriiiiieriiians 200 1,610
Capital gains treatment of certain income ... 175 925
Exclusion of employer-provided premiums on accident and disability insurance 175 975
Carryover basis of capital gains on gifts 160 900
Permanent exceptions from imputed interest rules .. 155 800
Work opportunity tax credit 150 275

Exclusion of military diSaDIlity PENSIONS ...ttt 130 650
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TABLE 5-3. MAJOR TAX EXPENDITURES IN THE INCOME TAX, RANKED BY TOTAL 1998 REVENUE LOSS—Continued

(In millions of dollars)

Provision 1998 1998-2002
Small life insurance company deduction 120 670
Tax incentives for preservation of historic structures 115 550
Medical savings accounts ..........ccccoeeeeeeens 100 880
Special Blue Cross/Blue Shield deduction ... 95 860
Enhanced oil recovery credit 90 510
Credit for disabled access expenditures ... 85 440
Exclusion of special benefits for disabled coal miners 85 385
Expensing of certain multiperiod production costs 80 420
Tax credit and deduction for clean-fuel burning vehicles and properties ... 75 425
Exclusion for employer-provided transit PassSes ..........cocevrenerins 70 500
Investment credit for rehabilitation of structures (other than historic) . 70 340
Exclusion of veterans pensions .. 70 380
Exclusion of Gl bill benefits 70 435
Expensing of certain capital outlays 65 345
Exemption of certain mutuals’ and cooperatives’ income 60 325
Exception from passive loss limitation for working interests in oil and gas properties . 55 295
Tax credit for the elderly and disabled 50 250
Special rules for mining reclamation reserves 50 250
Investment credit and seven-year amortization for reforestation expenditures 50 250
Excess bad debt reserves of financial institutions ... 40 60
New technology credit ..o 40 210
Exclusion of employer provided death benefits 35 205
Ordinary income treatment of loss from small business corporation stock sale ... 35 190
Exclusion of certain foster care payments 35 195
Expensing of exploration and development costs, nonfuel minerals .. 35 175
Additional deduction for the blind 25 145
Exclusion of employer provided educational assistance .. 20 20
Deferral of tax on shipping COMPANIES ........ccovevvrvevrirennes 20 100
Exclusion of income of trusts to finance supplementary unemployment benefits .. 20 100
Expensing of costs of removing certain architectural barriers to the handicapped 20 100
Exclusion from income of conservation subsidies provided by public utilities 15 170
Cancellation of indebtedness 15 -5
Capital gains treatment of royalties on coal 15 95
Capital gains treatment of certain timber income 15 95
Treatment of Alaska Native Corporations ............. 10 25
Treatment of loans forgiven solvent farmers as if insolvent 10 50
Tax credit for orphan drug research ... 10 10
Exclusion of interest on savings bonds transferred to educational institutions 10 75
Alcohol fuel credit2 ... 10 50
Capital gains exclusion of small corporation stock ... 5 230
Special alternative tax on small property and casualty insurance companies ... 5 25
Capital GaiNs trEAMMENE Of ITON O .........cvrurieseeiseiseesses et nninns | tesensiessenssensnnnis | enssessness s
Expensing of exploration and developmMEeNt COSES (FUEIS) ........c..riiumiiriiriieriiseeiseies et -40 235

1The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays (in millions of dollars) is as follows: 1996 $19,159; 1997 $21,163; 1998 $21,983; 1999
$22,864; 2000 $23,818; 2001 $24,634; and 2002 $25,518.

2|n addition alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 1996 $670; 1997 $670; 1998 $700; 1999 $740; 2000 $770; 2001 $800; and 2002 $840.

Note: Provisions with estimates denoted “normal tax method” have no revenue loss under the reference tax law method.

All estimates have been rounded to the nearest $5 million.

Figures in table 5-3 are the arithmetic sums of corporate and individual income tax revenue loss estimates from table 5-2, and do not reflect possible interactions across these two taxes.
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TABLE 5-4. PRESENT VALUE OF SELECTED TAX EXPENDITURES FOR
ACTIVITY IN CALENDAR YEAR 1997

(In millions of dollars)

\I/Drlesentf
Provision R:vueil?e

Loss
Deferral of income from controlled foreign corporations (normal tax Method) ..o 2,150
Expensing of research and experimentation expenditures (normal tax method) 1,610
Expensing of exploration and development costs—fuels ........ 205
Expensing of exploration and development costs—nonfuels 60
Expensing of multiperiod timber growing COSts ...........cccc... 140
Expensing of certain multiperiod production costs—agriculture 85
Expensing of certain capital outlays—agriculture ..... 70
Deferral of income on life insurance and annuity contracts . 18,700
Deferral of capital gains on home sales ...... 14,630
Credit for low-income housing investments ..... 3,150
Accelerated depreciation of rental housing (normal tax method) ..... 2,025
Accelerated depreciation of buildings other than rental housing (normal tax method) . 420
Accelerated depreciation of machinery and equipment (normal tax method) .| 29,830
Expensing of certain small investments (normal tax method) ...... 1,050
Amortization of start-up costs (normal tax method) ..... 170
Deferral of tax on shipping companies ... 10
Exclusion of pension contributions and earnings—employer plans .. 54,060
Exclusion of IRA contributions and earnings ...........cccceeeene. 2,175
Exclusions of contribution and earnings for Keogh plans ..... 3,220
Exclusion of interest on State and local public-purpose bonds ... 17,535
Exclusion of interest on State and local non-public purpose bonds ... 8,925
Deferral of interest on U.S. SAVINGS DONAS ..o 210

Note: Provisions with estimates denoted “normal tax method” have no revenue loss under the reference tax law

method.

Outlay Equivalents

The concept of “outlay equivalents” complements
“revenue losses” as a measure of the budget effect of
tax expenditures. It is the amount of outlay that would
be required to provide the taxpayer the same after-
tax income as would be received through the tax pref-
erence. The outlay equivalent measure allows a com-
parison of the cost of the tax expenditure with that
of a direct Federal outlay. Outlay equivalents are re-
ported in table 5-5.

The measure is larger than the revenue loss estimate
when the tax expenditure is judged to function as a
Government payment for service. This occurs because

an outlay program would increase the taxpayer's pre-
tax income. For some tax expenditures, however, the
revenue loss equals the outlay equivalent measure. This
occurs when the tax expenditure is judged to function
like a price reduction or tax deferral that does not
directly enter the taxpayer’s pre-tax income.®

1Budget outlay figures generally reflect the pre-tax price of the resources. In some in-
stances, however, Government purchases or subsidies are exempted from tax by a special
tax provision. When this occurs, the outlay figure understates the resource cost of the
program and is, therefore, not comparable with other outlay amounts. For example, the
outlays for certain military personnel allowances are not taxed. If this form of compensation
were treated as part of the employee's taxable income, the Defense Department would
have to make larger cash payments to its military personnel to leave them as well off
after tax as they are now. The tax subsidy must be added to the tax-exempt budget
outlay to make this element of national defense expenditures comparable with other outlays.
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TABLE 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX

(In millions of dollars)

Outlay Equivalents

Provision
1996 1997 1998 1999 2000 2001 2002 1998-2002

National defense:

Exclusion of benefits and allowances to armed forces PersONNEl ... 2,405 | 2425| 2,445 2,470 2,495 2,520 2,545 12,475
International affairs:

Exclusion of income earned abroad by United States CIIZENS ...........cccceveirmiieriiirieeissseessses s 2,025 | 2240 | 2,485 2,755 3,055 3,390 3,770 15,455

Exclusion of income of foreign sales corporations ... 2,310 | 2460 | 2,615 2,770 2,925 3,075 3,230 14,615

Inventory property sales source rules exception ...... . 2,155 | 2,310 | 2,460 2,615 2,770 2,925 3,075 13,845

Deferral of income from controlled foreign corporations (normal tax Method) ...........cccveeeinieieneinineeserreenes 2,100 | 2,200 | 2,400 2,600 2,800 3,000 3,200 14,000
General science, space, and technology:

Expensing of research and experimentation expenditures (normal tax method) ... 40 195 430 580 685 740 765 3,200

Credit for increasing research activities 1,245 1,055| 1,610 380 160 60 10 2,220
Energy:

Expensing of exploration and development costs, fuels .. -210 | -130 -40 20 100 75 80 235

Excess of percentage over cost depletion, fuels 1580 | 1,620 | 1,640 1,675 2,705 1,730 1,765 8,515

Alternative fuel production credit 800 795 845 795 755 715 685 3,795

Exception from passive loss limitation for working interests in oil and gas properties . 50 50 55 55 60 60 65 295

Capital gains treatment of royalties on coal 20 20 20 25 25 25 25 120

Exclusion of interest on State and local IDBs for energy facilities .. . 420 420 415 415 410 405 400 2,045

New technology credit ..... . 40 50 55 60 60 60 65 300

Alcohol fuel credit?® ... 10 10 10 10 10 10 10 50

Tax credit and deduction for clean-fuel burning vehicles and properties 90 95 105 110 120 125 130 590

Exclusion from income of conservation subsidies provided by public ULIIHES ..o 210 95 25 40 55 60 65 245
Natural resources and environment:

Expensing of exploration and development costs, NONfUEl MINETAIS ..o s 35 35 35 35 35 35 35 175

Excess of percentage over cost depletion, nonfuel minerals 405 415 425 435 440 455 460 2,215

Capital gains treatment of iron ore ...........cccoue.ee .
Special rules for mining reclamation reserves ...... . 50 50 50 50 50 50 50 250

Exclusion of interest on State and local IDBs for pollution control and sewage and waste disposal facilities 925 900 870 845 815 755 675 3,960
Capital gains treatment of certain timber income 20 20 20 25 25 25 25 120
Expensing of multiperiod timber growing costs 395 415 440 460 485 505 525 2,415
Investment credit and seven-year amortization for reforestation expenditures .. 65 65 75 75 75 75 75 375
Tax incentives for preservation of NISLONC SIUCIUTES ........c..veueiiieeiiieieeieiee s 125 120 115 115 110 105 105 550
Agriculture:
EXpensing Of Certain Capital OUAYS ... s 65 65 65 70 70 70 70 345
Expensing of certain multiperiod production costs 80 80 80 85 85 85 85 420
Treatment of loans forgiven solvent farmers as if insolvent 10 10 10 10 10 10 10 50
Capital gains treatment of certain income 220 225 235 240 245 255 260 1,235
Commerce and housing:
Financial institutions and insurance:
Exemption Of Credit UNION INCOME ......c.uciuiiriiiiiiiiisiseei s 840 895 945 1,005 1,065 1,130 1,200 5,345
Excess bad debt reserves of financial institutions 90 70 40 15 120 IR I 60
Deferral on income on life insurance and annuity contracts 10,525 | 11,210 | 11,940 | 12,715| 13540 | 14,420 | 15,360 67,975
Special alternative tax on small property and casualty insurance companies ... 5 5 5 5 5 5 5 25
Tax exemption of certain insurance companies ... 315 320 335 340 370 390 405 1,840
Small life insurance company deduction ... 145 150 160 170 175 185 190 880
Housing:
Exclusion of interest on owner-occupied mortgage SubsSidy DONAS ..o s 2,305 | 2265| 2,230 2,190 2,150 2,110 2,070 10,750
Exclusion of interest on State and local debt for rental housing ... 990 985 980 985 990 980 970 4,905

47525 | 49,820 | 52,115 | 54,440 | 56,830 | 59,345| 62,060 284,790
15,900 | 16,670 [ 17,435 | 18,215 | 19,015 | 19,855 20,765 95,285
955 975 995 1,015 1,035 1,055 1,075 5175
14,410 | 14,845 | 15290 [ 15,745 | 16,220 | 16,705 | 17,205 81,165
6,965 6,975| 6,795 7,355 7,060 7,745 7,325 36,280

Deductibility of mortgage interest on owner-occupied homes
Deductibility of State and local property tax on owner-occupied homes ...
Deferral of income from post 1987 installment sales
Deferral of capital gains on home sales
Exclusion of capital gains on home sales for persons age 55 and over

Exception from passive loss rules for $25,000 of rental loss .. 3,950 | 3,700 | 3,470 3,260 3,065 2,885 2,715 15,395

Credit for low-income housing iNVEStMENLS .........cc.coovvrvrvrrienne 2,660 | 2945| 3,270 3,500 3,595 3,445 3,325 17,135

Accelerated depreciation on rental housing (normal tax method) .. 1,190 | 1,350 | 1,560 1,955 2,340 2,240 2,310 10,405
Commerce:

Cancellation Of INAEDIEANESS ... bbb 70 40 15 [ s -10 -5 -5 -5

Permanent exceptions from imputed interest rules 150 155 155 160 160 160 165 800

Capital gains (other than agriculture, timber, iron ore, and coal) 10,655 | 10,975 11,295 | 11,640 | 11,995| 12,355| 12,720 60,005

Capital gains exclusion of small corporation stock 5 25 55 95 125 305
Step-up basis of capital gains at death ... 42595 | 44300 | 46,075 | 47,920 | 49,835 230,725
Carryover basis of capital gains on gifts .. 160 170 180 190 200 900
Ordinary income treatment of loss from small business corporation stock sale 50 50 55 55 55 265
Accelerated depreciation of buildings other than rental housing (normal tax method) . 6,800 | 5,795| 4,655 3,420 2,380 1,640 1,085 13,180

Accelerated depreciation of machinery and equipment (normal tax Method) ... 254301 27,280 | 29,2851 325001 35730 38,3201 40,125 175,960
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TABLE 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued

(In millions of dollars)

Outlay Equivalents

Provision
1996 | 1997 | 1998 1999 2000 2001 2002 | 1998-2002
Expensing of certain small investments (normal tax Method) ..o 1,435| 1,065 900 890 845 700 560 3,895
Amortization of start-up costs (normal tax method) 195 200 205 210 215 220 225 1,075
Graduated corporation income tax rate (normal tax method) .. 5995 | 6,345| 6,675 6,925 7,370 7,730 8,005 36,705
Exclusion of interest on small issue IDBs ... 335 310 300 290 285 275 270 1,420
Treatment of Alaska Native Corporations 20 15 10 5 5 51 s 25
Transportation:
Deferral of tax on shipping companies 20 20 20 20 20 20 20 100
Exclusion of reimbursed employee parking expenses .. 1625 | 1670 1,715 1,755 1,805 1,855 1,910 9,040
Exclusion for employer-provided transit passes 65 80 100 115 135 155 180 685
Community and regional development:
Investment credit for rehabilitation of structures (other than historic) ..... 80 80 70 70 70 65 65 340
Exclusion of interest on IDBs for airports, docks, and sports and convention facilities 2,570 | 2550 | 2,525 2,445 2,360 2,280 2,200 11,810
Exemption of certain mutuals’ and cooperatives’ income 60 60 60 65 65 65 70 325
Empowerment zones 530 585 640 670 700 700 530 3,240
Education, training, employment, and social services:
Education:
Exclusion of scholarship and fellowship income (normal tax Method) ... 915 925 935 945 955 965 980 4,780
Exclusion of interest on State and local student loan bonds 380 360 335 320 305 295 290 1,545
Exclusion of interest on State and local debt for private nonprofit educational facilities .. 1225 | 1,175| 1,120 1,065 1,015 970 935 5,105
Exclusion of interest on savings bonds transferred to educational institutions .. 5 10 10 15 15 15 20 75
Parental personal exemption for students age 19 or over 910 935 980 1,030 1,090 1,155 1,205 5,460
Deductibility of charitable contributions (education) 2,480 [ 2,605 | 2,730 2,870 3,000 3,155 3,295 15,050
Exclusion of employer provided educational assistance .. 25 710 25 | v | e | e | e 25
Training, employment, and social services:
WOrK OPPOITUNILY 18X CIEAIL ......vuvvsiuiiseeiitiii bbb nie | oenieiiens 120 150 85 30 10 [ oo 275
Exclusion of employer provided child care 1,035 | 1,105| 1,185 1,275 1,365 1,465 1,575 6,865
AOPHON BSSISTANCE ......eoevvereraiireeiei s | eniineins 10 240 385 430 450 435 1,940
Exclusion of employee meals and lodging (other than military) .. 695 730 770 810 855 900 950 4,285
Credit for child and dependent care expenses ... 3,440 | 3,605| 3,785 3,980 4,175 4,385 4,605 20,930
Credit for disabled access expenditures ... 105 115 115 115 120 120 120 590
Expensing of costs of removing certain architectural barriers to the handicapped 20 20 20 20 20 20 20 100
Deductibility of charitable contributions, other than education and health . 27,365 | 28,740 | 30,185 | 31,735 | 33,305| 34,965| 36,365 166,555
Exclusion of certain foster care payments .... . 40 40 45 45 50 50 55 245
EXclusion Of parsonage AllOWANCES ...t 365 390 415 440 470 505 540 2,370
Health:
Exclusion of employer contributions for medical insurance premiums and medical Care ..........ccornnirnseinernnnens 82,200 | 90,035 | 96,950 | 104,220 | 111,490 | 119,100 | 127,045 558,805
Medical SAVINGS BCCOUNES .....uuriviuuiiirissiiiisiisiiississsis st ssssnnss | susesnnienns 10 110 205 210 210 220 955
Deductibility of medical expenses 3,675 | 4,060| 4535 4,895 5,270 5,670 6,100 26,470
Exclusion of interest on State and local debt for private nonprofit health facilities ... 2,740 | 2,630| 2510 2,390 2,275 2,175 2,095 11,445
Deductibility of charitable contributions (health) .... 3175 3325| 3585 3,655 3,825 4,005 4,195 19,265
Tax credit for orphan drug research .. 5 30 15 . . 15
Special Blue Cross/Blue Shield deduction ... 155 175 125 200 220 260 330 1,135
Income security:
Exclusion of railroad retirement system benefits .. 440 440 450 450 455 455 465 2,275
Exclusion of workmen's compensation benefits .... 4695 | 4970| 5,305 5,550 5,855 6,220 6,660 29,590
Exclusion of public assistance benefits (normal tax method) .. 500 515 550 575 600 625 655 3,005
Exclusion of special benefits for disabled coal miners 90 90 85 80 75 75 70 385
Exclusion of military disability PENSIONS ... 130 130 130 130 130 130 130 650
Net exclusion of pension contributions and earnings:
Employer plans 72,195 | 77,045 | 77,625 | 78175| 78,760 | 79,350 | 79,950 314,510
Individual Retirement Accounts 11,110 | 11,615| 12,045 | 12515| 12950 | 13,370 | 13,755 64,635
Keogh plans ... 3,990 | 4,215| 4,380 4,610 4,850 5,105 5,375 24,320
Exclusion of employer provided death benefits ... 45 50 50 55 55 60 65 285
Exclusion of other employee benefits:
Premiums on group term life insurance 3,280 | 3,440| 3,610 3,790 3,975 4,170 4,375 19,920
Premiums on accident and disability insurance ... 200 210 225 235 250 260 275 1,245
Income of trusts to finance supplementary unemployment benefits ... 20 20 20 20 20 20 20 100
Special ESOP rules 1255 | 1,020 1,000 1,030 1,055 1,095 1,140 5,320
Additional deduction for the blind ... 30 30 35 35 35 35 40 180
Additional deduction for the elderly 1,780 | 1,795 1,805 1,815 1,825 1,830 1,830 9,105
Tax credit for the elderly and disabled .. 60 60 60 60 60 60 60 300
Deductibility of casualty losses 600 630 660 695 730 765 805 3,655
EArNed iNCOME CIEAILZ .......oviveiiecicte ettt b bbb bbbt bbbt bbb bbbt s st b s 56631 6,281 1 6,460 6,792 7,021 7,357 7,621 35,251
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TABLE 5-5. OUTLAY EQUIVALENT ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued

(In millions of dollars)

Outlay Equivalents
Provision
1996 | 1997 | 1998 1999 2000 2001 2002 | 1998-2002
Social Security:
Exclusion of social security benefits:
OASI benefits for retired workers .... 17,005 | 17,810 | 18,495 [ 19,290 [ 20,190 | 20,875 | 21,495 100,345
Disability insurance benefits 2,090 | 2,375| 2,615 2,820 3,045 3,290 3,545 15,315
Benefits for dependents and survivors 3,795 | 3,985 | 4,175 4,355 4,530 4,710 4,895 22,665
Veterans benefits and services:
Exclusion of veterans disability COMPENSALION .........ccciuuivreireiiiiieiei e 2615 2770 | 2,930 3,100 3,280 3,470 3,675 16,455
Exclusion of veterans pensions 70 70 70 70 75 80 85 380
Exclusion of GI bill benefits 50 60 70 80 90 95 100 435
Exclusion of interest on State and local debt for veterans housing 50 45 45 45 40 40 40 210
General purpose fiscal assistance:
Exclusion of interest on public purpose State and 10cal debt ... 19,840 | 19,700 | 19,490 | 19,225 | 18,950 | 18,675 | 18,420 94,760
Deductibility of nonbusiness State and local taxes other than on owner-occupied homes . 28,265 | 29,630 | 30,995 | 32,375 | 33,800 | 35290 | 36,910 169,370
Tax credit for corporations receiving income from doing business in U.S. possessions 3,940 | 3,860 | 3,960 4,000 4,120 4,245 4,370 20,695
Interest:
Deferral of interest 0n SAVINGS DONAS ........c.uieuiuiiiiiiitee e 1,300 | 1,290 1,285 1,270 1,215 1,170 1,155 6,095
Addendum—Aid to State and local governments:
Deductibility of:
Property taxes on owner-occupied homes 15,900 | 16,670 | 17,435 | 18,215| 19,015 19,855| 20,765 95,285
Nonbusiness State and local taxes other than on owner-occupied homes ... 28,265 | 29,630 | 30,995 | 32,375 | 33,800 | 35290| 36,910 169,370
Exclusion of interest on:
Public purpose State and local debt 19,840 | 19,700 | 19,490 | 19,225 | 18,950 | 18,675 | 18,420 94,760
IDBs for certain energy facilities .......... 420 420 415 415 410 405 400 2,045
IDBs for pollution control and sewage and waste disposal facilities .. 925 900 870 845 815 755 675 3,960
Small-issue IDBs 335 310 300 290 285 275 270 1,420
Owner-occupied mortgage revenue bhonds 2,305 | 2,265 2,230 2,190 2,150 2,110 2,070 10,750
State and local debt for rental housing 990 985 980 985 990 980 970 4,905
IDBs for airports, docks, and sports and convention facilities 2570 | 2,550 | 2,525 2,445 2,360 2,280 2,200 11,810
State and local student loan bonds 380 360 335 320 305 295 290 1,545
State and local debt for private nonprofit educational facilities . 1225 | 1,175| 1,120 1,065 1,015 970 935 5,105
State and local debt for private nonprofit health facilities . 2,740 | 2630| 2510 2,390 2,275 2,175 2,095 11,445
State and local debt for VEtErans NOUSING ...........curviriiiiiiiiiei s 50 45 45 45 40 40 40 210

LIn addition, alcohol fuels results in a reduction in excise tax receipts (in millions of dollars) as follows: 1996 $670; 1997 $670; 1998 $700; 1999 $740; 2000 $770; 2001 $800; and 2002 $840.
2The figures in the table indicate the effect of the earned income tax credit on receipts. The effect on outlays (in millions of dollars) is as follows: 1996 $19,159; 1997 $21,163; 1998 $21,983; 1999

$22,864; 2000 $23,818; 2001 $24,634; and 2002 $25,518.

Note: Provisions with estimates denoted “normal tax method” have outlay equivalents of zero under the reference tax law method.

All estimates have been rounded to the nearest $5 million.

Tax Expenditure Baselines

A tax expenditure is a preferential exception to the
baseline provisions of the tax structure. The 1974 Con-
gressional Budget Act does not, however, specify the
baseline provisions of the tax law. Deciding whether
provisions are preferential exceptions, therefore, is a
matter of judgement. As in prior years, this year’'s tax
expenditure estimates are presented using two base-
lines: the normal tax baseline, which is used by the
Joint Committee on Taxation, and the reference tax
law baseline, which has been used by the Administra-
tion since 1983.

The normal tax baseline is patterned on a com-
prehensive income tax, which defines income as the
sum of consumption and the change in net wealth in
a given period of time. The normal tax baseline allows
personal exemptions, a standard deduction, and deduc-
tions of the expenses incurred in earning income. It
is not limited to a particular structure of tax rates,
or by a specific definition of the taxpaying unit.

The reference tax law baseline is also patterned on
a comprehensive income tax, but in practice is closer

to existing law. Reference law tax expenditures are lim-
ited to special exceptions in the tax code that serve
programmatic functions. These functions correspond to
specific budget categories such as national defense, ag-
riculture, or health care. While tax expenditures under
the reference law baseline are generally tax expendi-
tures under the normal tax baseline, the reverse is
not always true.

Both the normal and reference tax baselines allow
several major departures from a pure comprehensive
income tax. For example:

* Income is taxable when realized in exchange. Thus,
neither the deferral of tax on unrealized capital
gains nor the tax exclusion of imputed income
(such as the rental value of owner-occupied hous-
ing or farmers’ consumption of their own produce)
is regarded as a tax expenditure. Both accrued
and imputed income would be taxed under a com-
prehensive income tax.

* There is a separate corporation income tax. Under
a comprehensive income tax corporate income
would be taxed only once—at the shareholder
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level, whether or not distributed in the form of
dividends.

» Values of assets and debt are not adjusted for in-
flation. A comprehensive income tax would adjust
the cost basis of capital assets and debt for
changes in the price level during the time the
assets or debt are held. Thus, under a comprehen-
sive income tax baseline the failure to take ac-
count of inflation in measuring depreciation, cap-
ital gains, and interest income would be regarded
as a negative tax expenditure (i.e., a tax penalty),
and failure to take account of inflation in measur-
ing interest costs would be regarded as a positive
tax expenditure (i.e., a tax subsidy).

While the reference law and normal tax baselines
are generally similar, areas of difference include:

» Tax rates. The separate schedules applying to the
various taxpaying units are included in the ref-
erence law baseline. Thus, corporate tax rates
below the maximum statutory rate do not give
rise to a tax expenditure. The normal tax baseline
is similar, except that it specifies the current max-
imum rate as the baseline for the corporate in-
come tax. The lower tax rates applied to the first
$10 million of corporate income are thus regarded
as a tax expenditure. Similarly, under the ref-
erence law baseline, preferential tax rates for cap-
ital gains generally do not yield a tax expenditure;
only capital gains treatment of otherwise “ordi-
nary income,” such as that from coal and iron
ore royalties and the sale of timber and certain
agricultural products, is considered a tax expendi-
ture. The alternative minimum tax is treated as
part of the baseline rate structure under both the
reference and normal tax methods.

* Income subject to the tax. Income subject to tax
is defined as gross income less the costs of earning
that income. The Federal income tax defines gross
income to include: (1) consideration received in
the exchange of goods and services, including labor
services or property; and (2) the taxpayer’'s share
of gross or net income earned and/or reported by
another entity (such as a partnership). Under the
reference tax rules, therefore, gross income does
not include gifts—defined as receipts of money or
property that are not consideration in an ex-
change—or most transfer payments, which can be
thought of as gifts from the Government.2 The
normal tax baseline also excludes gifts between
individuals from gross income. Under the normal
tax baseline, however, all cash transfer payments
from the Government to private individuals are
counted in gross income, and exemptions of such
transfers from tax are identified as tax expendi-
tures. The costs of earning income are generally
deductible in determining taxable income under
both the reference and normal tax baselines.3

2Gross income does, however, include transfer payments associated with past employment,
such as social security benefits.

3In the cases of individuals who hold “passive” equity interests in businesses, however,
the pro rata shares of sales and expense deductions reportable in a year are limited.

» Capital recovery. Under the reference tax law
baseline no tax expenditures arise from acceler-
ated depreciation. Under the normal tax baseline,
the depreciation allowance for machinery and
equipment is determined using straight-line de-
preciation over tax lives equal to mid-values of
the asset depreciation range (a depreciation sys-
tem in effect from 1971 through 1980). The normal
tax baseline for real property is computed using
40-year straight-line depreciation.

e Treatment of foreign income. Both the normal and
reference tax baselines allow a tax credit for for-
eign income taxes paid (up to the amount of U.S.
income taxes that would otherwise be due), which
prevents double taxation of income earned abroad.
Under the normal tax method, however, controlled
foreign corporations (CFCs) are not regarded as
entities separate from their controlling U.S. share-
holders. Thus, the deferral of tax on income re-
ceived by CFCs is regarded as a tax expenditure
under this method. In contrast, except for tax
haven activities, the reference law baseline follows
current law in treating CFCs as separate taxable
entities whose income is not subject to U.S. tax
until distributed to U.S. taxpayers. Under this
baseline, deferral of tax on CFC income is not
a tax expenditure because U.S. taxpayers gen-
erally are not taxed on accrued, but unrealized,
income.

In addition to these areas of difference, the Joint
Committee on Taxation considers a somewhat broader
set of tax expenditures under its normal tax baseline
than is considered here.

Performance Measures and the Economic
Effects of Tax Expenditures

Under the Government Performance and Results Act
of 1993 (GPRA), Federal agencies, in conjunction with
the Office of Management and Budget, are directed to
develop strategic plans for their functions and pro-
grams, with specific performance measures and per-
formance goals. Consistent with this effort, OMB and
the Department of the Treasury have started to develop
a framework for evaluating the performance and eco-
nomic effects of tax expenditures. This framework is
expected to evolve based on additional work within the
Executive branch and consultation with Congressional
units, including the Joint Committee on Taxation and
the General Accounting Office. Initial work is summa-
rized below and will be updated in the Administration’s
May 1997 report on GPRA implementation.

Tax expenditures have a variety of objectives and
effects. These include encouraging certain types of ac-
tivities (e.g., saving for retirement or investing in cer-
tain sectors); increasing certain types of after-tax in-
come (e.g., favorable tax treatment of social security

A passive business activity is defined to be one in which the holder of the interest, usually
a partnership interest, does not actively perform managerial or other participatory functions.
The taxpayer may generally report no larger deductions for a year than will reduce taxable
income from such activities to zero. Deductions in excess of the limitation may be taken
in subsequent years, or when the interest is liquidated.
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income); reducing private compliance costs and govern-
ment administrative costs (e.g., favorable treatment of
certain employer-provided fringe benefits); and promot-
ing tax neutrality (e.g., accelerated depreciation in the
presence of inflation). Some of these objectives are well
suited to quantitative measurement, while others are
less suited. Also, many tax expenditures, including
those cited above, may have more than one objective.
As just one example, favorable treatment of employer-
provided pensions might be argued to have aspects of
most, or even all, of the goals mentioned above. In
addition, the economic effects of particular provisions
can extend beyond their intended objectives (e.g., a pro-
vision intended to promote an activity or raise certain
incomes may have positive or negative effects on tax
neutrality).

Performance measurement is generally concerned
with inputs, outputs, and outcomes. In the case of tax
expenditures, the principal input is likely to be the
tax revenue loss. Outputs are quantitative or quali-
tative measures of goods and services, or changes in
income and investment, directly produced by these in-
puts. Outcomes, in turn, represent the changes in the
economy, society, or environment that are the ultimate
goals of programs.

Thus, for a provision that reduces taxes on invest-
ment in a certain activity, an increase in the amount
of investment would likely be a key output. The result-
ing production from that investment, and, in turn, the
associated improvements in national income, welfare,
or security, could be the outcomes of interest. For other
provisions, such as those designed to address a poten-
tial inequity or unintended consequence in the tax code,
an important performance measure might be how they
change effective tax rates (the discounted present-value
of taxes owed on new investments or incremental earn-
ings) or excess burden (an economic measure of the
distortions caused by taxes). Distributional effects on
incomes may be an important concern for certain provi-
sions.

Estimation of these performance indicators and eco-
nomic effects may be pursued via economic modeling
and use of tax data. It is anticipated that OMB, Treas-
ury, and other agencies will work together, as appro-
priate, on determining a set of useful measures and
in developing quantitative and other estimates of provi-
sions’ impacts.

The discussion below considers the types of measures
that might be useful for some major programmatic
groups of tax expenditures. The discussion is intended
to be illustrative, and not all encompassing.

One major set of tax expenditures benefits retirement
savings, through employer-provided pensions, individ-
ual retirement accounts, Keogh plans and other instru-
ments, such as annuities. These provisions might be
evaluated in terms of their effects on boosting retire-
ment incomes and private savings. In considering the
provisions’ distributional effects, it may be of interest
to consider beneficiaries’ incomes while retired and over
their entire lifetimes.

Individuals also benefit from favorable treatment of
employer-provided health insurance. Measures of these
benefits could include increased coverage and the dis-
tribution of this coverage across different income
groups. In principle, the effects of insurance coverage
on final outcome measures of actual health (e.g., infant
mortality, days of work lost due to illness, or life expect-
ancy) or intermediate outcomes (e.g., use of preventa-
tive health care) could also be investigated.

Other provisions principally have income distribution,
rather than incentive, effects. For example, tax-favored
treatment of social security benefits provides increased
incomes to eligible groups; the distribution of these in-
creased incomes may be a useful performance measure.
The earned-income tax credit, in contrast, should prob-
ably be evaluated both for its effects on labor force
participation and its distributional properties.

Housing investment also benefits from tax expendi-
tures, including the mortgage interest deduction and
preferential treatment of capital gains on housing.
Measures of the effectiveness of these provisions could
include consideration of their effects on increasing the
extent of home ownership and the quality of housing.
The effects of the capital gains provisions in terms of
offsetting inflationary gains are also likely to be rel-
evant. Deductibility of State and local property taxes
assists with making housing more affordable as well
as easing the cost of providing community services
through these taxes. Provisions that are intended to
promote investment in rental housing could be evalu-
ated for their effects on making rental housing more
available and affordable.

A series of tax expenditures reduces the cost of in-
vestment, both in specific activities—such as research
and experimentation, extractive industries, and certain
financial activities—and more generally, through accel-
erated depreciation for plant and equipment. These pro-
visions can be evaluated along a number of dimensions.
For example, in addition to considering revenue effects,
it is can be useful to consider the extent of the incentive
delivered by measuring the provisions’ effects on the
cost of capital (the interest rate which investments
must yield to cover their pretax tax costs) and effective
tax rates. Another set of measures would reflect the
impact of these provisions on the amounts of cor-
responding forms of investment—such as research
spending, exploration activity, or equipment. A third
group of measures would, in turn, consider the provi-
sions’ effects on production from these investments—
such as numbers or value of patents, energy production
and reserves, and industrial production. Other meas-
ures could consider objectives which are less directly
attributable but still are ultimate goals, such as assist-
ing the U.S. technological base, energy security, or eco-
nomic growth.

The above illustrative discussion, while broad, is nev-
ertheless incomplete, both for the provisions mentioned
and the many that are not explicitly cited. Developing
a framework which is appropriately comprehensive, ac-
curate, and flexible to reflect the objectives and effects
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of the wide range of tax expenditures will be a signifi-
cant challenge. It is expected that this framework will
evolve and improve over the next several years and
that quantitative estimates will be made to the extent
possible. Such estimates could then be compared with
the costs of the provisions and with the costs and bene-
fits of other means of achieving the same performance
goals.

Other Considerations

The tax expenditure analysis could be extended be-
yond the income and transfer taxes to include payroll
and excise taxes. The exclusion of certain forms of com-
pensation from the wage base, for instance, reduces
payroll taxes, as well as income taxes. Payroll tax ex-
clusions are complex to analyze, however, because they
also affect social insurance benefits. Certain targeted
excise tax provisions might also be considered tax ex-
penditures. In this case challenges include determining
an appropriate baseline.

Descriptions of Income Tax Provisions

Descriptions of the individual and corporate income
tax expenditures reported upon in this chapter follow.

NATIONAL DEFENSE

Benefits and allowances to armed forces person-
nel.—The housing and meals provided military person-
nel, either in cash or in kind, as well as certain
amounts of pay related to combat service are excluded
from income subject to tax.

INTERNATIONAL AFFAIRS

Income earned abroad.—A U.S. citizen or resident
alien who resides in a foreign country or who stays
in one or more foreign countries for a minimum of
11 out of the past 12 months may exclude $70,000
per year of foreign-earned income. Eligible taxpayers
also may exclude or deduct reasonable housing costs
in excess of one-sixth of the salary of a civil servant
at grade GS -14, step 1. These provisions do not apply
to Federal employees working abroad; however, the tax
expenditure estimate does reflect certain allowances
that are excluded from their taxable income.

Income of Foreign Sales Corporations.—The For-
eign Sales Corporation (FSC) provisions exempt from
tax a portion of U.S. exporters’ foreign trading income
to reflect the FSC'’s sales functions as foreign corpora-
tions. These provisions conform to the General Agree-
ment on Tariffs and Trade.

Source rule exceptions.—The worldwide income of
U.S. persons is taxable by the United States and a
credit for foreign taxes paid is allowed. The amount
of foreign taxes that can be credited is limited to the
pre-credit U.S. tax on the foreign source income. The
treatment of sales of inventory property is a tax ex-
penditure because it permits greater use of foreign tax

credits by U.S. exporters by allowing the exporters to
attribute a larger portion of their earnings abroad than
would be the case if the allocation of earnings was
based upon actual economic activity.

Income of U.S.-controlled foreign corporations.—
The income of foreign corporations controlled by U.S.
shareholders is not subject to U.S. taxation. The income
becomes taxable only when the controlling U.S. share-
holders receive dividends or other distributions from
their foreign stockholding. Under the normal tax meth-
od, the currently attributable foreign source pre-tax in-
come from such a controlling interest is subject to U.S.
taxation, whether or not distributed. Thus, under the
normal tax baseline the excess of controlled foreign cor-
poration income over the amount distributed to a U.S.
shareholder gives rise to a tax expenditure in the form
of a tax deferral.

GENERAL SCIENCE, SPACE, AND TECHNOLOGY

Expensing R&E expenditures.—Research and ex-
perimentation (R&E) projects can be viewed as invest-
ments because their benefits accrue for several years
when they are successful. It is difficult, however, to
identify whether a specific R&E project is completed
and successful and, if it is successful, what its expected
life will be. For these reasons, the statutory provision
that these expenditures may be expensed is considered
part of the reference law. Under the normal tax meth-
od, however, the expensing of R&E expenditures is
viewed as a tax expenditure. The baseline assumed for
the normal tax method is that all R&E expenditures
are successful and have an expected life of five years.

R&E credit.—The R&E credit, which had expired
on July 1, 1995, was reinstated under the Small Busi-
ness Job Protection Act of 1996 for 11 months (July
1, 1996 through May 31, 1997). The 1996 Act also pro-
vided a special rule for taxpayers that elect an alter-
native credit regime. The tax credit is 20 percent of
qgualified research expenditures in excess of a base
amount. The base amount is generally determined by
multiplying a “fixed-base percentage” (limited to a max-
imum of .16) by the average amount of the company’s
gross receipts for the 1984 to 1988 period. Certain
start-up companies are assigned a fixed-base percentage
of .03 for the first five taxable years, which is gradually
phased out in years 6 through 10 and replaced by the
firm’'s actual fixed- base percentage. Under the alter-
native credit regime, the credit rate is reduced and
the taxpayer is assigned a three-tiered fixed-base per-
centage that is lower than the fixed-base percentage
that would otherwise apply. A credit with a separate
threshold is provided for a taxpayer’s payments to uni-
versities for basic research.

ENERGY

Exploration and development costs.—In the case
of successful investments in domestic oil and gas wells,
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intangible drilling costs, such as wages, the costs of
using machinery for grading and drilling, and the cost
of unsalvageable materials used in constructing wells,
may be expensed rather than amortized over the pro-
ductive life of the property.

Integrated oil companies may currently deduct only
70 percent of such costs and amortize the remaining
30 percent over five years. The same rule applies to
the exploration and development costs of surface strip-
ping and the construction of shafts and tunnels for
other fuel minerals.

Percentage depletion.—Independent fuel mineral
producers and royalty owners are generally allowed to
take percentage depletion deductions rather than cost
depletion on limited quantities of output. Under cost
depletion, outlays are deducted over the productive life
of the property based on the fraction of the resource
extracted. Under percentage depletion taxpayers deduct
a percentage of gross income from mineral production
at rates of 22 percent for uranium, 15 percent for oil,
gas and oil shale, and 10 percent for coal. The deduc-
tion is limited to 50 percent of net income from the
property, except for oil and gas where the deduction
can be 100 percent of net property income. Production
from geothermal deposits is eligible for percentage de-
pletion at 65 percent of net income, but with no limit
on output and no limitation with respect to qualified
producers. Unlike depreciation or cost depletion, per-
centage depletion deductions can exceed the cost of the
investment.

Alternative fuel production credit.—A nontaxable
credit of $3 per barrel (in 1979 dollars) of oil-equivalent
production is provided for several forms of alternative
fuels. It is generally available as long as the price of
oil stays below $29.50 (in 1979 dollars). The credit gen-
erally expires on December 31, 2002.

Oil and gas exception to passive loss limita-
tion.—Although owners of working interests in oil and
gas properties are subject to the alternative minimum
tax, they are exempted from the “passive income” limi-
tations. This means that the working interest-holder,
who manages on behalf of himself and all other owners
the development of wells and incurs all the costs of
their operation, may aggregate negative taxable income
from such interests with his income from all other
sources. Thus, he will be relieved of the minimum tax
rules limit on tax deferrals.

Capital gains treatment of royalties on coal.—
Sales of certain coal under royalty contracts can be
treated as capital gains. While the top statutory rate
on ordinary income is 39.6 percent, the rates on capital
gains are limited to 28 percent.

Tax-exempt bonds for energy facilities.—Certain
energy facilities, such as municipal electric and gas util-
ities, may benefit from tax-exempt financing.

Enhanced oil recovery credit.—A credit is provided
equal to 15 percent of the taxpayer’'s costs for tertiary
oil recovery on projects in the United States. Qualifying
costs include tertiary injectant expenses, intangible
drilling and development costs on a qualified enhanced
oil recovery project, and amounts incurred for tangible
depreciable property.

New technology credits.—A credit of 10 percent is
available for investment in solar and geothermal energy
facilities. In addition, a credit of 1.5 cents is provided
per kilowatt hour of electricity produced from renewable
resources such as wind and biomass. The renewable
resources credit applies only to electricity produced by
a facility placed in service before July 1, 1999.

Alcohol fuel credit.—Gasohol, a motor fuel com-
posed of at least 10 percent alcohol, is exempt from
5.4 of the 18.4 cents per gallon Federal excise tax on
gasoline. Smaller exemptions are allowed for motor fuel
with lower alcohol content. There is a corresponding
income tax credit for alcohol used as a fuel in applica-
tions where the excise tax is not assessed. This credit,
equal to a subsidy of 54 cents per gallon for alcohol
used as a motor fuel, is intended to encourage substi-
tution of alcohol for petroleum-based gasoline. In addi-
tion, small producers of ethanol are eligible for a 10
cent per gallon credit.

Credit and deduction for clean-fuel vehicles and
property.—A tax credit of 10 percent is provided for
electric vehicles. In addition, a deduction is provided
for other clean-fuel burning vehicles as well as refueling
property.

Exclusion of utility conservation subsidies.—Sub-
sidies by public utilities for customer expenditures on
energy conservation measures are excluded from the
gross income of the customer. After December 31, 1996,
the exclusion does not apply to subsidies provided to
businesses.

NATURAL RESOURCES AND ENVIRONMENT

Exploration and development costs.—As is true
for fuel minerals, certain capital outlays associated with
exploration and development of nonfuel minerals may
be expensed rather than depreciated over the life of
the asset.

Percentage depletion.—Most nonfuel mineral ex-
tractors also make use of percentage depletion rather
than cost depletion, with percentage depletion rates
ranging from 22 percent for sulphur down to 5 percent
for sand and gravel.

Capital gains treatment of iron ore and of cer-
tain timber income.—Iron ore and certain timber sold
under a royalty contract can be treated as capital gains.

Mining reclamation reserves.—Taxpayers are al-
lowed to establish reserves to cover certain costs of
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mine reclamation and of closing solid waste disposal
properties. Net increases in reserves may be taken as
a deduction against taxable income.

Tax-exempt bonds for pollution control and
waste disposal.—Interest on State and local govern-
ment debt issued to finance private pollution control
and waste disposal facilities was excludable from in-
come subject to tax. This authorization was repealed
for most pollution control equipment and limits placed
on the amount of debt that can be issued for private
waste disposal facilities by the Tax Reform Act of 1986.

Expensing multiperiod timber growing costs.—
Generally, costs must be capitalized when goods are
produced for inventory used in one’s own trade or busi-
ness, or under contract to another party. Timber pro-
duction, however, was specifically exempted from these
multiperiod cost capitalization rules, creating a special
benefit derived from this deferral of taxable income.

Credit and seven-year amortization for reforest-
ation.—A special 10 percent investment tax credit is
allowed for up to $10,000 invested annually in clearing
land and planting trees for the ultimate production of
timber. The same amount of forestation investment
may also be amortized over a seven-year period. With-
out this preference, the amount would have to be cap-
italized and could be recovered (deducted) only when
the trees were sold or harvested 20 or more years later.
Moreover, the amount of forestation investment that
is amortizable is not reduced by any of the investment
credit that is allowed.

Historic preservation.—Expenditures to preserve
and restore historic structures qualify for a 20 percent
investment credit, but the depreciable basis must be
reduced by the full amount of the credit taken.

AGRICULTURE

Expensing certain capital outlays.—Farmers, ex-
cept for certain agricultural corporations and partner-
ships, are allowed to deduct certain expenditures for
feed and fertilizer, as well as for soil and water con-
servation measures. Expensing is allowed, even though
these expenditures are for inventories held beyond the
end of the year, or for capital improvements that would
otherwise be capitalized.

Expensing multiperiod livestock and crop pro-
duction costs.—The production of livestock and crops
with a production period of less than two years is ex-
empted from the uniform cost capitalization rules.
Farmers establishing orchards, constructing farm facili-
ties for their own use, or producing any goods for sale
with a production period of two years or more may
elect not to capitalize costs. If they do, they must apply
straight-line depreciation to all depreciable property
they use in farming.

Loans forgiven solvent farmers.—Farmers are
granted special tax treatment by being forgiven the
tax liability on certain forgiven debt. Normally, the
amount of loan forgiveness is accounted for as a gain
(income) of the debtor and he must either report the
gain, or reduce his recoverable basis in the property
to which the loan relates. If the debtor elects to reduce
basis and the amount of forgiveness exceeds his basis
in the property, the excess forgiveness is taxable. How-
ever, in the case of insolvent (bankrupt) debtors, the
amount of loan forgiveness never results in an income
tax liability.# Farmers with forgiven debt are considered
insolvent for tax purposes, and thus qualify for income
tax forgiveness.

Capital gains treatment of certain income.—Cer-
tain agricultural income, such as unharvested crops,
can be treated as capital gains.

COMMERCE AND HOUSING

This category includes a number of tax expenditure
provisions that also affect economic activity in other
functional categories. For example, provisions related
to investment, such as accelerated depreciation, could
also have been classified under the energy, natural re-
sources and environment, agriculture, or transportation
categories.

Credit union income.—The earnings of credit
unions not distributed to members as interest or divi-
dends are exempt from income tax.

Bad debt reserves.—Small (less than $500 million
in assets) commercial banks, mutual savings banks,
and savings and loan associations may deduct additions
to bad debt reserves in excess of actually experienced
losses. Before January 1, 1996, all thrifts could use
either the “experience” method or the “percentage of
taxable income” method for determining deductible ad-
ditions to bad debt reserves.

Deferral of income on life insurance and annu-
ity contracts.—Favorable tax treatment is provided for
investment income (“inside buildup”) within qualified
life insurance and annuity contracts. Investment in-
come earned on qualified life insurance contracts held
until death is permanently exempted from Federal in-
come tax. Investment income distributed prior to the
death of the insured is tax-deferred, if not tax-exempt.
Investment income earned on annuities is treated less
favorably than income earned on life insurance con-
tracts, but it benefits from tax deferral without annual
contribution or income limits generally applicable to
other tax-favored retirement income plans.

Small property and casualty insurance compa-
nies.— Insurance companies that have annual net pre-
mium incomes of less than $350,000 are exempted from

4The insolvent taxpayer's carryover losses and unused credits are extinguished first,
and then his basis in assets reduced to no less than amounts still owed creditors. Finally,
the remainder of the forgiven debt is excluded from tax.
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tax; those with $350,000 to $2,100,000 of net premium
incomes may elect to pay tax only on the income earned
by their investment portfolio.

Insurance companies owned by exempt organiza-
tions.—Generally, the income generated by life and
property and casualty insurance companies is subject
to tax, albeit by special rules. Insurance operations con-
ducted by such exempt organizations as fraternal soci-
eties and voluntary employee benefit associations, how-
ever, are exempted from tax.

Mortgage housing bonds.—Interest on all mortgage
revenue bonds issued by State and local governments
is exempt from taxation. Proceeds are used to finance
homes purchased by first-time buyers—with low to
moderate incomes—of dwellings with prices under 90
percent of the average area purchase price.

There are limits imposed on the amount of tax-ex-
empt State and local government bonds that could be
issued to fund private activity. The volume cap for sin-
gle-family mortgage revenue bonds and multifamily
rental housing bonds is combined with the cap for stu-
dent loans and industrial development bonds (IDBSs).
The cap is set at $50 per capita or a minimum of
$150 million for each State.

States are authorized to issue mortgage credit certifi-
cates (MCCs) in lieu of qualified mortgage revenue
bonds because the bonds are relatively inefficient sub-
sidies to first-time home buyers. MCCs entitle home
buyers to income tax credits for a specified percentage
of interest on qualified mortgage loans. In this way,
the entire amount of the subsidy flows directly to the
home buyer without being partly diverted to financial
middlemen or bondholders. A State cannot issue an
aggregate annual amount of MCCs greater than 25 per-
cent of its annual ceiling for qualified mortgage bonds.
Because of the relationship between MCCs and quali-
fied mortgage bonds, their estimates are presented as
one line item in the tables.

Rental housing bonds.—State and local government
issues of IDBs are restricted to multifamily rental hous-
ing projects in which 20 percent (15 percent in targeted
areas) of the units are reserved for families whose in-
come does not exceed 50 percent of the area’s median
income; or 40 percent for families with incomes of no
more than 60 percent of the area median income. Other
tax-exempt bonds for multifamily rental projects are
generally issued with the requirement that all tenants
must be low or moderate income families. Rental hous-
ing bonds are subject to the volume cap discussed in
the mortgage housing bond section above.

Interest and taxes on owner-occupied homes.—
Owner-occupants of homes may deduct mortgage inter-
est and property taxes on their primary and secondary
residences as itemized nonbusiness deductions. The
mortgage interest deduction is limited to interest on
debt no greater than the owner’s basis in the residence
and, for debt incurred after October 13, 1987, it is

limited to no more than $1 million. Interest on up to
$100,000 of other debt secured by a lien on a principal
or second residence is also deductible, irrespective of
the purpose of borrowing, provided the debt does not
exceed the fair market value of the residence. Mortgage
interest deductions on personal residences are tax ex-
penditures because the taxpayers are not required to
report the value of owner-occupied housing services as
gross income.

Real property installment sales.—Dealers in real
and personal property, i.e., sellers that regularly hold
property for sale or resale, cannot defer taxable income
from installment sales until the receipt of the loan re-
payment. Nondealers, defined as sellers of real property
used in their business, are required to pay interest
to the Federal Government on deferred taxes attrib-
utable to their total installment obligations in excess
of $5 million. Only properties with sales prices exceed-
ing $150,000 are includable in the total. The payment
of a market rate of interest eliminates the benefit of
the tax deferral. The tax exemption for nondealers with
total installment obligations of less than $5,000,000 is,
therefore, a tax expenditure.

Capital gains on home sales.—When a primary
residence is sold, the homeowner can defer paying a
capital gains tax on the proceeds by purchasing or con-
structing a home of value at least equal to that of
the prior home (net of sales and qualified fix-up ex-
penses) within two years. This deferral is a tax expendi-
ture.

Capital gains on sales by owners aged 55 or
older.—A taxpayer who is 55 years of age or older
at the time of the sale of his residence may elect to
exclude from tax up to $125,000 of the gain from its
sale. This is a once-in-a-lifetime election. In effect, this
provision converts some prior deferrals of tax into for-
giveness of tax.

Passive loss real estate exemption.—In general,
passive losses may not offset income from other sources.
Losses up to $25,000 attributable to certain rental real
estate activity, however, are exempted from this rule.

Low-income housing investment.—Through 1989,
a tax credit for investment in new, substantially reha-
bilitated, and certain unrehabilitated low-income hous-
ing was structured to have a present value of 70 per-
cent of construction or rehabilitation costs incurred and
was allowed over 10 years. For Federally subsidized
projects and those involving unrehabilitated existing
low income housing, the credit was structured to have
a present value of 30 percent. Beginning on January
1, 1990, the credit was extended at a present value
of 70 percent, including projects financed with other
Federal subsidies, but only if substantial rehabilitation
was done. Notwithstanding the capital grant character
of this subsidy, the investor’'s recoverable basis is not
reduced by the substantial credit allowed.
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Accelerated depreciation of real property, ma-
chinery and equipment.—As previously noted, the tax
depreciation allowance provisions are part of the ref-
erence law rules, and thus do not cause tax expendi-
tures under the reference method. Under the normal
tax method, however, a 40-year tax life for depreciable
real property is the norm. So, the statutory depreciation
period in effect from 1987 to 1993 for nonresidential
properties of 31.5 years, and the 39-year period for
property placed in service after February 25, 1993, give
rise to tax expenditures. The statutory depreciation pe-
riod for residential property is 27.5 years, which also
results in tax expenditures. Statutory depreciation of
machinery, equipment, and some other property also
is somewhat accelerated relative to the normal tax
baseline. In addition, tax expenditures arise from pre-
1987 tax allowances for real and personal property.

Cancellation of indebtedness.—Individuals are not
required to report the cancellation of certain indebted-
ness as current income. However, if they do not, it
would be included as an adjustment in the basis of
the underlying property.

Imputed interest rules.—Under reference law rules
commonly referred to as original issue discount (OID),
both the holder and seller of a financial contract are
generally required to report interest earned in the pe-
riod it accrues, not when the contract payments are
made. Moreover, the amount of interest accruable is
determined by the actual price paid for the contract,
not by the stated or nominal principal and interest
stipulated in the contract.5

Exceptions to the general rules for accounting for
interest expense or income include the following: (a)
permission for the mortgagor of his personal residence
to treat the discount from the nominal principal of his
mortgage loan, commonly called “points,” as prepaid
interest which is deductible in the year paid, not the
year accrued; and (b) sellers of farms and small busi-
nesses worth less than $1 million, in exchange for the
purchaser’s debt obligation, are exempted from the OID
rules. This is $750,000 more than the $250,000 exemp-
tion that the reference tax law generally allows for
such transactions.

Capital gains (other than agriculture, timber,
iron ore and coal).—While the top statutory rate on
ordinary income is 39.6 percent, the rates on capital
gains are limited to 28 percent. This treatment is con-
sidered a tax expenditure under the normal tax method
but not under the reference law method.

Capital gains exclusion for small business
stock.—AnN exclusion of 50 percent is provided for cap-
ital gains from qualified small business stock held by

5Thus, when a borrower on December 31, 1996, issues a promise to pay $1,000 plus
interest at 10 percent on December 30, 1997, for a total repayment of $1,100, and accepts
$900 from a lender in exchange for the contract, the rules require that both parties: (a)
recognize that $900 is the amount lent, so that the effective loan interest rate is not
the nominal 10 percent rate but is 22.2 percent; and (b) both report $200 as interest
paid or received in 1996, as the case may be.

individuals for more than 5 years. A qualified small
business is a corporation whose gross assets do not
exceed $50 million as of the date of issuance of the
stock. Certain activities such as personal services and
banking are ineligible for the exclusion.

Step-up in basis of capital gains at death.—Cap-
ital gains on assets held at the owner's death are not
subject to capital gains taxes. The cost basis of the
appreciated assets is adjusted upward to the market
value at the owner’s date of death. The step-up in the
heir's cost basis means that, in effect, the capital gain
is forgiven.

Carryover basis of capital gains on gifts.—When
a gift is made, the transferred property carries to the
donee the donor's basis—the cost that was incurred
when the property was first acquired. The carryover
of the donor’s basis allows a continued deferral of unre-
alized capital gains.

Ordinary income treatment of losses from sale
of small business corporate stock shares.—Up to
$100,000 in losses from the sale of such stock may
be treated as ordinary losses, and therefore not be sub-
ject to the $3,000 annual capital loss write-off limit
if the corporation’s capitalization is less than $1 million.

Expensing of certain small investments.—In
1996, qualifying investments in tangible property up
to $18,500 can be expensed rather than depreciated
over time. (The expensing limit increases annually until
2003, when it reaches $25,000). To the extent that
qualifying investment during the year exceeds
$200,000, the amount eligible for expensing is de-
creased. In 1996, the amount expensed is completely
phased out when qualifying investments exceed
$218,500.

Business start-up costs.—When an individual or
corporation acquires or otherwise enters into a new
business, certain start-up expenses, such as the costs
of investigating opportunities and legal services, are
normally incurred. The taxpayer may elect to amortize
these outlays over 60 months although they are similar
to other payments he makes for nondepreciable intangi-
ble assets that are not recoverable until the business
is sold. Under the normal tax method this gives rise
to a tax expenditure, while under the reference method
it does not.

Graduated corporation income tax rate sched-
ule.—The schedule is graduated, with rates of 15 per-
cent on the first $50,000 of taxable income, 25 percent
on the next $25,000, 34 percent on the next $9.925
million, and a rate of 35 percent on income over $10
million. As compared with a flat 35 percent tax rate,
the lower rates provide a $111,000 reduction in tax
liability for corporations with taxable incomes of $10
million. This benefit is recaptured in the cases of cor-
porations with taxable incomes exceeding $100,000.
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This is accomplished by (1) a 5 percent additional tax
on corporate incomes in excess of $100,000, but less
than $335,000 and (2) a 3 percent additional tax on
income over $15 million but less than $18.33 million.
At this point the $111,000 is fully recaptured. Since
this rate schedule is part of the reference tax law, it
does not give rise to a tax expenditure under the ref-
erence method. A flat corporation income tax rate is
taken as the baseline under the normal tax method;
therefore the lower rates do yield a tax expenditure
under this concept.

Small issue industrial development bonds.—The
interest on small issue industrial development bonds
(IDBs) issued by State and local governments to finance
private business property is excluded from income sub-
ject to tax. Depreciable property financed with small
issue IDBs must be depreciated, however, using the
straight-line method. The tax exemption of small issue
bonds expired in 1986, except for small issue IDBs ex-
clusively issued to finance manufacturing facilities for
which the tax exemption is permanent. The annual vol-
ume of small issue IDBs is subject to the unified vol-
ume cap discussed in the mortgage housing bond sec-
tion above.

Treatment of Alaskan Native Corporations
losses.—Tax law restricts the ability of profitable cor-
porations to reduce their tax liabilities by merging or
buying corporations with accumulated net operating
losses (NOLs) and as yet unrefunded claims to invest-
ment credits. Alaska Native Corporations have a lim-
ited exemption (fifteen years after the NOL or credit
claim was first experienced) from these restrictions that
includes NOLs and credits claimable prior to April 26,
1988.

TRANSPORTATION

Shipping companies that are U.S. flag car-
riers.—Certain companies that operate U.S. flag ves-
sels receive a deferral of income taxes on that portion
of their income used for shipping purposes, primarily
construction, modernization and major repairs to ships,
and repayment of loans to finance these qualified in-
vestments. Once indefinite, the deferral has been lim-
ited to 25 years since January 1, 1987.

Exclusion of reimbursed employee parking ex-
penses.—Parking at or near an employer's business
premises that is paid for by the employer is excludable
from the income of the employee as a working condition
fringe benefit. The maximum amount of the parking
exclusion is $155 month (in 1993 dollars), indexed in
$5 increments. The tax expenditure estimate does not
include parking at facilities owned by the employer.

Exclusion of employer-provided transit passes.—
Transit passes, tokens, and fare cards provided by an
employer to defray an employee’'s commuting costs are
excludable from the employee’s income as a de minimis

fringe benefit, if the total value of the benefit does
not exceed $60 per month (in 1993 dollars), indexed
in $5 increments.

COMMUNITY AND REGIONAL DEVELOPMENT

Rehabilitation of structures.—A 10 percent invest-
ment tax credit is available for the rehabilitation of
buildings that are used for business or productive ac-
tivities and that were erected before 1936 for other
than residential purposes. A full reduction by the
amount of the credit is required in the taxpayer’s recov-
erable basis.

Tax-exempt bonds for airports and similar fa-
cilities.—Government-owned airports, docks and
wharves, as well as high-speed rail facilities that need
not be government-owned, may be financed with tax-
exempt bonds. These bonds are not covered by a volume
cap.

Exemption of certain mutuals’ and cooperatives’
income.—The incomes of mutual and cooperative tele-
phone and electric companies are exempted from tax
if at least 85 percent of their revenues are derived
from patron service charges.

Empowerment zones.—Qualifying businesses in des-
ignated economically depressed areas can receive tax
benefits such as an employer wage credit, increasing
expensing of investment in equipment, tax-exempt fi-
nancing, and accelerated depreciation. In addition, a
tax credit for contributions to certain community devel-
opment corporations can be available.

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL
SERVICES

Scholarship and fellowship income.—Scholar-
ships and fellowships are excluded from taxable income
to the extent they pay for tuition and course-related
expenses of the grantee. Similarly, tuition reductions
for employees of educational institutions and their fami-
lies are not included in taxable income. From an eco-
nomic point of view, scholarships and fellowships are
either gifts not conditioned on the performance of serv-
ices, or they are rebates of educational costs. Thus,
under the reference law method, this exclusion is not
a tax expenditure because this method does not include
either gifts or price reductions in a taxpayer's gross
income. Under the normal tax method, however, the
exclusion is considered a tax expenditure because under
this method gift-like transfers of government funds—
and many scholarships are derived directly or indirectly
from government funding—are included in gross in-
come.

Tax-exempt bonds for educational purposes.—In-
terest on State and local government debt issued to
finance student loans or the construction of facilities
used by private nonprofit educational institutions is ex-
cluded from income subject to tax. The aggregate vol-
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ume of such private activity bonds that each State may
issue during any calendar year is limited.

U.S. savings bonds for education.—Interest on
U.S. savings bonds, issued after December 31, 1989,
may be excluded from tax if the bonds, plus accrued
interest, are transferred to an educational institution
as payment for educational expenses. The exclusion
from tax is phased out for joint returns with adjusted
gross incomes of $74,200 to $104,200 and $49,250 to
$64,250 for single and head of household returns in
1996.

Dependent students age 19 or older.—Taxpayers
can claim personal exemptions for dependent children
age 19 or over who receive parental support payments
of $1,000 or more per year, are full-time students, and
do not claim a personal exemption on their own tax
returns. This preferential arrangement usually gen-
erates tax savings because the students’ marginal tax
rates are more often than not lower than their parents’
marginal tax rates.

Charitable contributions.—Contributions to chari-
table, religious, and certain other nonprofit organiza-
tions are allowed as an itemized deduction for individ-
uals, generally up to 50 percent of adjusted gross in-
come. Taxpayers who donate capital assets to charitable
or educational organizations can deduct the assets’ cur-
rent value without the taxation of any appreciation in
value. Corporations can also deduct charitable contribu-
tions up to 10 percent of their pre-tax income. Tax
expenditures resulting from the deductibility of con-
tributions are shown separately for educational and
other institutions. Contributions to health institutions
are reported under the health function.

Employer provided benefits.—Many employers pro-
vide employee benefits that are not counted in employee
income. The employers’ costs for these benefits are de-
ductible business expenses. The exclusion from an em-
ployee's income of the value of educational assistance,
child care, meals and lodging, as well as ministers’
housing allowances and the rental value of parsonages
are tax expenditures. The exclusion for educational as-
sistance expires in mid-1997. After June 30, 1996, the
exclusion does not apply to graduate courses. Health
and other insurance benefits are reported under the
health and income security functions. Certain parking
and transit benefits are reported under the transpor-
tation function.

Work opportunity tax credit.—Employers can
claim a tax credit for qualified wages paid to individ-
uals who begin work after September 30, 1996 and
before October 1, 1997 and who are certified as mem-
bers of various targeted groups. The amount of the
credit that can be claimed is 35 percent of the first
$6,000 paid during the first year of employment. Em-
ployers must reduce their deduction for wages paid by
the amount of the credit claimed. The work opportunity

tax credit is similar to the targeted jobs tax credit,
which applied to employees hired before January 1,
1995.

Child and dependent care expenses.—A tax credit
may be claimed by married couples for child and de-
pendent care expenses incurred when one spouse works
full time and the other works at least part time or
goes to school. The credit may also be claimed by di-
vorced or separated parents who have custody of chil-
dren, and by single parents. Expenditures up to a maxi-
mum $2,400 for one dependent and $4,800 for two or
more dependents are eligible for the credit. The credit
is equal to 30 percent of qualified expenditures for tax-
payers with incomes of $10,000 or less. The credit is
reduced to a minimum of 20 percent by one percentage
point for each $2,000 of income between $10,000 and
$28,000.

Adoption assistance.—Beginning January 1, 1997,
taxpayers can receive a nonrefundable tax credit for
qualified adoption expenses. The maximum credit is
$5,000 per child ($6,000 for special needs adoptions,
except foreign adoptions). The credit is phased-out rat-
ably for taxpayers with modified AGI between $75,000
and $115,000. Unused credits may be carried forward.
In lieu of the tax credit, taxpayers may exclude quali-
fied adoption expenses from income, subject to the same
maximum amounts and phase-out as the credit. The
non-special needs adoption assistance and foreign spe-
cial needs assistance expire on December 31, 2001.

Disabled access expenditures.—A credit is pro-
vided of 50 percent of eligible disabled access expendi-
tures in excess of $250. The credit is limited to $5,000.

Costs of removing architectural barriers to the
handicapped.—The investment cost of making any
business accessible to persons suffering physical or
mental disabilities may be deducted, rather than cap-
italized as part of the taxpayer’s basis in such property
and recovered by subsequent depreciation allowances,
as is generally required.

Foster care payments.—Foster parents provide a
home and care for children who are wards of the State,
under contract with the State. Compensation received
for this service is explicitly excluded from the gross
incomes of foster parents, making the expenses they
incur nondeductible. This activity is, in effect, tax-ex-
empt.

HEALTH

Employer paid medical insurance and ex-
penses.—Employee compensation, in the form of pay-
ments by employers for health insurance premiums and
other medical expenses (including long-term care), is
deducted as a business expense by employers, but it
is not included in employee gross income. The self-
employed also may deduct part of their family health
insurance premiums.
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Medical savings accounts.—Beginning January 1,
1997, some employees may deduct annual contributions
to a medical savings account (MSA); employer contribu-
tions to MSAs (except those made through cafeteria
plans) for qualified employees are also excluded from
income. An employee may contribute to an MSA in
a given year only if the employer does not contribute
to the MSA in that year. MSAs are only available to
self-employed individuals or employees covered under
an employer-sponsored high deductible health plan of
a small employer. The maximum annual MSA contribu-
tion is 75 percent of the deductible under the high
deductible plan for family coverage (65 percent for indi-
vidual coverage). Earnings from MSAs are excluded
from taxable income. Distributions from an MSA for
medical expenses are not taxable. The number of tax-
payers who may benefit annually from MSAs is gen-
erally limited to 750,000. No new MSAs may be estab-
lished after December 31, 2000.

Medical care expenses.—Personal expenditures for
medical care (including the costs of prescription drugs)
exceeding 7.5 percent of the taxpayer's adjusted gross
income are deductible.

Tax-exempt bonds for hospital construction.—In-
terest earned on State and local government debt is-
sued to finance hospital construction is excluded from
income subject to tax.

Charitable contributions to health institu-
tions.—Contributions to nonprofit health institutions
are allowed as a deduction for individuals and corpora-
tions. Tax expenditures resulting from the deductibility
of contributions to other charitable institutions are list-
ed under the education, training, employment, and so-
cial services function.

Orphan drugs.—To encourage the development of
drugs for the treatment of rare diseases or physical
conditions, a tax credit was granted equal to 50 percent
of the costs for clinical testing that must be completed
before manufacture and distribution are approved by
the Food and Drug Administration. Because the drug
firm was not required to reduce its deduction for testing
expenses (an R&D expenditure) by the amount of this
credit, the private cost of clinically testing orphan drugs
was reduced substantially. This tax expenditure expires
on May 31, 1997.

Blue Cross and Blue Shield.—Although these orga-
nizations are not qualified as exempt, they are provided
exceptions from otherwise applicable insurance com-
pany income tax accounting rules that effectively elimi-
nate their tax liabilities.

INCOME SECURITY

Railroad retirement benefits.—These benefits are
not generally subject to the income tax unless the re-
cipient’s gross income reaches a certain threshold dis-
cussed more fully under the social security function.

Workmen’s compensation benefits.—Workmen’s
compensation provides payments to disabled workers.
These benefits, although income to the recipients, are
a tax preference because they are not subject to the
income tax.

Public assistance benefits.—The exclusion from
taxable income of public assistance benefits received
by individuals is listed as a tax expenditure under the
normal tax method because, under this method, cash
transfers from government are included in gross in-
come. In contrast, gifts not conditioned on the perform-
ance of services, including transfers from government,
are not taxable under the reference law. Therefore,
under the reference tax method, the tax exclusion for
public assistance benefits is not shown as a tax expend-
iture.

Special benefits for disabled coal miners.—Dis-
ability payments to former coal miners out of the Black
Lung Trust Fund, although income to the recipient,
are not subject to the income tax.

Military disability pensions.—Most of the military
pension income received by current disabled retired vet-
erans is excluded from their income subject to tax.

Pension contributions and earnings.—Certain
employer contributions to pension plans, along with in-
dividual contributions to individual retirement accounts
(IRAs) and amounts set aside by the self-employed, are
excluded from adjusted gross income in the year of
contribution. The investment income earned by pension
funds and other qualifying retirement plans is not tax-
able when earned, and this deferral is, therefore, also
a tax expenditure.

In 1997, $9,500 (indexed) can be excluded from an
employee’s adjusted gross income under a qualified cash
or deferred arrangement with the employer (401(k)
plan). An employee’s own contribution of no more than
$9,500 or the 401(k) limitation (whichever is greater)
may be excluded annually from an employee’s adjusted
gross income when placed in a tax-sheltered annuity
(403(b) plan).

In 1996, employees could deduct annual contributions
to an IRA of $2,000 (or 100 percent of compensation,
if less), or $2,250 on a joint return with only one spouse
earning income (beginning January 1, 1997, each
spouse may contribute $2,000 to a deductible IRA), if:
(a) neither the individual or spouse is an active partici-
pant in an employer-provided retirement plan; or (b)
their adjusted gross income falls below $40,000 ($25,000
for a single taxpayer). The allowable IRA deduction
is phased out between $40,000 and $50,000 for a joint
return and $25,000 and $35,000 for a single return.
Beyond these income limits, nondeductible contribu-
tions to IRAs are available to taxpayers who are active
participants in employer-provided retirement plans.
Self-employed persons can make deductible contribu-
tions to their own retirement (Keogh) plans equal to
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25 percent of their income, up to a maximum of $30,000
per year.

Employer provided insurance benefits.—Many
employers cover part or all the cost of premiums or
payments for: (a) employees’ life insurance benefits; (b)
accident and disability benefits; (c) death benefits; and
(d) supplementary unemployment benefits. The
amounts are deductible by the employers and are ex-
cluded as well from employees’ gross incomes for tax
purposes.

Employer Stock Ownership Plan (ESOP) provi-
sions.—A special type of employee benefit plan, orga-
nized as a trust, is tax-exempt. Employer-paid contribu-
tions (the value of stock issued to the ESOP) are de-
ductible by the employer as part of employee compensa-
tion costs. They are not included in the employees’ gross
income for tax purposes, however, until they are paid
out as benefits. The following special income tax provi-
sions for ESOPs are intended to increase ownership
of corporations by their employees: (1) annual employer
contributions are subject to less restrictive limitations
(percentages of employees’ cash compensation); (2)
ESOPs may borrow to purchase employer stock, guar-
anteed by their agreement with the employer that the
debt will be serviced by his payment (deductible by
him) of a portion of wages (excludable by the employ-
ees) to service the loan; (3) ESOPS’ lenders may exclude
half the interest from their gross income (the ESOP
interest exclusion expired on June 10, 1996); (4) em-
ployees who sell appreciated company stock to the
ESOP may defer any taxes due until they withdraw
benefits; and (5) dividends paid to ESOP-held stock
are deductible by the employer.

Support of the aged and the blind.—Taxpayers
who are blind or 65 years of age or older may take
an additional $1,000 standard deduction if single, or
$800 if married. In addition, individuals who are 65
years of age or older, or who are permanently disabled,
can take a tax credit equal to 15 percent of the sum
of their earned and retirement income. Qualified income
is limited to no more than $2,500 for single individuals
or married couples filing a joint return where only one
spouse is 65 years of age or older, and up to $3,750
for joint returns where both spouses are 65 years of
age or older. These limits are reduced by one-half of
the taxpayer's adjusted gross income over $7,500 for
single individuals and $10,000 for married couples fil-
ing a joint return.

Casualty losses.—Neither the purchase of property
nor insurance premiums to protect its value are deduct-
ible as costs of earning income; therefore, reimburse-
ment for insured loss of such property is not reportable
as a part of gross income. However, a special provision
permits relief for taxpayers suffering an uninsured loss.
They may deduct casualty and theft losses of more than
$100 each, but only to the extent that total losses dur-
ing the year exceed 10 percent of adjusted gross income.

Earned income credit.—This credit may be claimed
by low income workers. For a family with one qualify-
ing child, the credit is 34 percent of the first $6,500
of earned income in 1997. The credit is 40 percent
of the first $9,140 of income for a family with two
or more qualifying children. When the taxpayer’s in-
come exceeds $11,930, the credit is phased out at the
rate of 15.98 percent (21.06 percent if two or more
qgualifying children are present). It is completely phased
out at $25,760 of adjusted gross income ($29,290 if two
or more qualifying children are present).

The credit may also be claimed by workers who do
not have children living with them. Qualifying workers
must be at least age 25 and may not be claimed as
a dependent on another taxpayer’'s return. The credit
is not available to workers age 65 or older. In 1996,
the credit is 7.65 percent of the first $4,340 of earned
income. When the taxpayer’s income exceeds $5,430,
the credit is phased out at the rate of 7.65 percent.
It is completely phased out at $9,770 of adjusted gross
income.

For workers with or without children, the income
level at which the credit's phase-outs begin and the
maximum amounts of income on which the credit can
be taken are adjusted for inflation. Earned income tax
credits in excess of tax liabilities are refundable to indi-
viduals, and as such are paid by the Federal Govern-
ment. This portion of the credit is included in outlays,
while the amount that offsets tax liabilities is shown
as a tax expenditure.

SOCIAL SECURITY

Old Age and Survivors Insurance (OASI) bene-
fits for retired workers.—Social security benefits that
exceed the beneficiary’s contributions out of taxed in-
come are deferred employee compensation and the de-
ferral of tax on that compensation is a tax expenditure.
These additional retirement benefits are paid for partly
by employers’ contributions that were not included in
employees’ taxable compensation. Portions (reaching as
much as 85 percent) of recipients’ social security and
tier 1 railroad retirement benefits are included in the
income tax base, however, if the recipient’s provisional
income exceeds certain base amounts. Provisional in-
come is equal to adjusted gross income plus foreign
or U.S. possession income and tax-exempt interest, and
one half of social security and tier 1 railroad retirement
benefits. The tax expenditure is limited to the portion
of the benefits received by taxpayers who are below
the base amounts at which 85 percent of the benefits
are taxable.

Social Security benefits for the disabled, depend-
ents and survivors.—Benefit payments from the So-
cial Security Trust Fund, for disability and for depend-
ents and survivors, are excluded from the beneficiaries’
gross incomes, and thus give rise to tax expenditures.
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VETERANS BENEFITS AND SERVICES

Veterans benefits.—All compensation due to death
or disability and pensions paid by the Veterans Admin-
istration are excluded from taxable income.

Tax-exempt mortgage bonds for veterans.—Inter-
est earned on general obligation bonds issued by State
and local governments to finance housing for veterans
is excluded from taxable income. The issuance of such
bonds is limited, however, to five pre-existing State pro-
grams and to amounts based upon previous volume lev-
els for the period January 1, 1979 to June 22, 1984.
Furthermore, future issues are limited to veterans who
served on active duty before 1977.

GENERAL GOVERNMENT

Public purpose State and local debt.—Interest on
State and local government debt, issued to finance gov-
ernment activities, is excluded from Federal taxation.
State and local governments, therefore, can sell debt
obligations at a lower interest cost than would be pos-
sible if such interest were subject to tax. Only the ex-

cluded interest on bonds for public purposes, such as
schools, roads, and sewers, is included here.

Nonbusiness State and local taxes excluding
home-owner property taxes.—The deductibility of
nonbusiness State and local income and personal prop-
erty taxes gives indirect assistance to these govern-
ments by reducing the costs of the services they pro-
vide.

Business income earned in U.S. possessions.—
Under certain conditions, U.S. corporations receiving
income from an active trade or business, or from invest-
ments located in a U.S. possession, can claim a special
credit against U.S. tax otherwise due.

INTEREST

U.S. savings bonds.—The interest on U.S. savings
bonds is not taxable until the bonds are redeemed,
thereby deferring tax liability. The deferral is equiva-
lent to an interest-free loan and, therefore, it is a tax
expenditure.

TAX EXPENDITURES IN THE UNIFIED TRANSFER TAX

Exceptions to the general terms of the Federal unified
transfer tax favor particular transferees or dispositions
of transferors, similar to Federal direct expenditure or
loan programs. The transfer tax provisions identified
as tax expenditures satisfy the reference law criteria
for inclusion in the tax expenditure budget that were
described above. There is no generally accepted normal
tax baseline for transfer taxes.

Unified Transfer Tax Reference Rules

The reference tax rules for the unified transfer tax
from which departures represent tax expenditures in-
clude:

» Definition of the taxpaying unit. The payment of
the tax is the liability of the transferor whether
the transfer of cash or property was made by gift
or bequest.

» Definition of the tax base. The base for the tax
is the transferor's cumulative, taxable lifetime
gifts made plus the net estate at death. Gifts in
the tax base are all annual transfers in excess
of $10,000 to any donee except the donor’s spouse.
Excluded are, however, payments on behalf of
family members’ educational and medical ex-
penses, as well as the cost of ceremonial gather-
ings and celebrations that are not in honor of
the donor.

» Property valuation. In general, property is valued
at its fair market value at the time it is trans-
ferred. This is not necessarily the case in the valu-
ation of property for transfer tax purposes. Execu-
tors of estates are provided the option to value

assets at the time of the testator’'s death or up
to six months later.

* Tax rate schedule. A single graduated tax rate
schedule applies to all taxable transfers. This is
reflected in the name of the “unified transfer tax”
that has replaced the former separate gift and
estate taxes. The tax rates vary from 18 percent
on the first $10,000 of aggregate taxable transfers,
to 55 percent on amounts exceeding $3 million.
A $192,800 lifetime credit is provided against the
tax in determining the final amount of transfer
taxes that are due and payable. This allows each
taxpayer to make a $600,000 tax-free transfer of
assets that otherwise would be liable to the uni-
fied transfer tax.6

* Time when tax is due and payable. Donors are
required to pay the tax annually as gifts are
made. The generation-skipping transfer tax is pay-
able by the donees whenever they accede to the
gift. The net estate tax liability is due and payable
within nine months after the decedent's death.
The Internal Revenue Service may grant an exten-
sion of up to 10 years for a reasonable cause.
Interest is charged on the unpaid tax liability at
a rate equal to the cost of Federal short-term bor-
rowing, plus three percentage points.

6An additional tax, at a flat rate of 55 percent, is imposed on lifetime, generation-
skipping transfers in excess of $1 million. It is considered a generation-skipping transfer
whenever the transferee is at least two generations younger than the transferor, as it
would be in the case of transfers to grandchildren or great-grandchildren. The liability
of this tax is on the recipients of the transfer.
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Tax Expenditures by Function

The estimates of tax expenditures in the Federal uni-
fied transfer tax for fiscal years 1996-2002 are dis-
played by functional category in table 5-6. Outlay
equivalent estimates are similar to revenue loss esti-
mates for transfer tax expenditures and, therefore, are
not shown separately. A description of the provisions
follows.

NATURAL RESOURCES AND ENVIRONMENT

Donations of conservation easements.—Bequests
for conservation are excluded from taxable estates. A
conservation bequest is the value of property and ease-
ments (in perpetuity) to such property the use of which
is restricted to any one or more of the following: the
public for outdoor recreation; protection of the natural
habitats of fish, wildlife, plants, etc.; scenic enjoyment
of the public; and preservation of historic land areas
and structures. Similar conservation gifts are excluded
from the gift tax base and are also deductible from
the donor’'s otherwise taxable income in the year of
the gift.

AGRICULTURE

Special use valuation of farms.—Farmland owned
and operated by a decedent and/or a member of the
family may be valued for estate tax purposes on the
basis of its “continued use” as a farm if: the farmland
is at least 25 percent of the decedent’s gross estate;
the entire value of all farm property is at least 50
percent of the gross estate; and family heirs to the
farm agree to continue to operate the property as a
farm for at least 10 years. Since continued use valu-
ation of farmland is frequently substantially less than
the fair market value, the resulting reduction in tax

liability serves as a subsidy to the continued operation
of family farms.

Tax deferral of closely held farms.—Decedents’ es-
tates may use a preferential, extended installment pay-
ment period of five to 15 years to discharge estate tax
liabilities if the value of the farm properties exceeds
35 percent of the net estates. The interest charged is
only 4 percent for the first five years, rather than the
standard Federal short-term borrowing rate plus three
percentage points, which applies during the last 10
years of the repayment period.

COMMERCE AND HousING CREDIT

Special use valuation of closely held busi-
nesses.—The two estate tax incentives to family farm-
ing are also available to the estates of owners of 1995
nonfarm family businesses. If the same three conditions
previously described are met, the real property in their
estates is eligible for continued use valuation.

Tax deferral of closely held businesses.—Nonfarm
family businesses that satisfy the net estate require-
ments qualify for preferential 15 year deferred estate
tax payment. To be eligible for this special provision,
the value of stock in closely held corporations must
exceed 35 percent of the decedent's gross estate, less
debt and funeral expenses.

EDUCATION, TRAINING, EMPLOYMENT, AND SOCIAL
SERVICES

Bequests to tax-exempt organizations.—These be-
guests are deductible from decedent’s otherwise taxable
lifetime transfers.

TABLE 5-6. REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE FEDERAL UNIFIED TRANSFER TAX
(In millions of dollars)
Fiscal Years
Description
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 1998-2002

Natural Resources and Environment:

Deductions for donations 0f CONSENVAtoN BASEMENLS ..........c..wrirrrrrreriririeriesrierisss s | e | e | svvnernnnn | e | v | oo | oo | v
Agriculture:

Special use valuation of farm real property 75 80 85 90 95 100 105 475

Tax deferral of closely held farms 10 10 10 15 15 15 15 70
Commerce:

Special use valuation of real property used in closely held BUSINESSES ..........ccuivireieriiiieie s 20 20 25 25 25 25 30 130

Tax deferral of ClOSElY NEI DUSINESS ........cvuiiieriieiiciie bbb 60 65 70 75 80 85 90 400
Education, training, employment, and social services:

Deduction for charitable cONtribUtioNS (EAUCALION) ........c.uvuiviiirciiiierieiies s 940 1,005 1,080 1,155 1,240 1,330 1,430 6,235

Deduction for charitable contributions (other than education and health) ... 2,765 | 2965 | 3180 | 3415| 3,665| 3930 | 4,220 18,410
Health:

Deduction for charitable contributions (REAIN) .........ccviuiiiiiriieie s 845 905 975 1,045 1,120 1,205 1,290 5,635
General government:

Credit fOr State AEAIN TAXES ......cvueeuriicereiieieei ettt 3,235 3,465 3,720 3,990 4,285 4,600 4,935 21,530

Note: All estimates have been rounded to the nearest $5 million.
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HEALTH GENERAL GOVERNMENT

Bequests to health providers.—Such bequests, that State and local death taxes.—A credit is allowed
are exempt from the income tax, are deductible from for state death taxes against any Federal estate tax
otherwise taxable lifetime transfers of decedents. that otherwise would be due. The amount of the state

death tax credit is determined by a rate schedule that
reaches a limit of 16 percent of the taxable estate in
excess of $60,000.
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6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

Investment spending is spending that yields long-
term benefits. Its purpose may be to improve the effi-
ciency of internal Federal agency operations or to in-
crease the Nation’s overall stock of capital for economic
growth. The spending can be direct Federal spending
or grants to State and local governments. It can be
for physical capital, which yields a stream of services
over a period of years, or for research and development
or education and training, which are intangible but also
increase income in the future or provide other long-
term benefits.

Most presentations in the Federal budget combine
investment spending with spending for current use.
This chapter focuses solely on Federal and federally
financed investment. These investments are discussed
in the following sections:

* description of the size and composition of Federal

investment spending;

» a discussion of capital assets used to provide Fed-
eral services and efforts to improve planning and
budgeting for these assets. An Appendix to Part
Il presents the “Principles of Budgeting for Cap-
ital Asset Acquisitions,” which are being used to
guide the analysis of agency requests for spending
for capital assets. These principles include a pro-
posed new Budget Enforcement Act scorekeeping
rule to enforce full funding of capital projects;

» a presentation of trends in the stock of federally
financed physical capital, research and develop-
ment, and education;

« alternative capital budget and capital expenditure
presentations; and

 projections of Federal physical capital outlays and
recent assessments of public civilian capital needs,
as required by the Federal Capital Investment
Program Information Act of 1984.

Part I: DESCRIPTION OF FEDERAL INVESTMENT

For more than forty years, a chapter in the budget
has shown Federal investment outlays—defined as
those outlays that yield long-term benefits—separately
from outlays for current use. This year, for the third
consecutive year, the discussion of the composition of
investment includes estimates of budget authority as
well as outlays. For the first time, these estimates ex-
tend four years beyond the budget year to 2002.

The classification of spending into investment and
current outlays is a matter of judgment. The budget
has historically employed a relatively broad classifica-
tion, including physical investment, research, develop-
ment, education, and training. But presentations for
particular purposes could adopt different definitions of
investment:

» To suit the purposes of a traditional balance sheet,
investment might include only those physical
assets owned by the Federal Government, exclud-
ing capital financed through grants and intangible
assets such as research, education, and training.

* Focusing on the role of investment in improving
national productivity and enhancing economic
growth would exclude items such as national de-
fense assets, the benefits of which are enhanced
national security rather than economic growth.

» Concern with the efficiency of Federal operations
would lead to a focus solely on investments to
reduce costs or improve the effectiveness of inter-
nal Federal agency operations, such as computer
systems.

« A “social investment” perspective might broaden
the coverage of investment beyond what is in-

cluded in this chapter to encompass programs
such as childhood immunization, maternal health,
certain nutrition programs, and substance abuse
treatment, which are designed in part to prevent
more costly health problems in future years.

The relatively broad definition of investment used
in this section provides consistency over time: historical
figures on investment outlays back to 1940 can be
found in the separate Historical Tables volume. The
detailed tables at the end of this section allow
disaggregation of the data to focus on those investment
outlays that best suit a particular purpose.

In addition to this basic issue of definition, there
are two technical problems in the classification of in-
vestment data, involving the treatment of grants to
State and local governments and the classification of
spending that could be shown in more than one
category.

First, for some grants to State and local governments
it is the recipient jurisdiction, not the Federal Govern-
ment, that ultimately determines whether the money
is used to finance investment or current purposes. This
analysis classifies all of the outlays in the category
where the recipient jurisdictions are expected to spend
most of the money. Hence, the community development
block grant is classified as physical investment,
although some may be spent for current purposes. Gen-
eral purpose fiscal assistance is classified as current
spending, although some may be spent by recipient ju-
risdictions on physical investment.

Second, some spending could be classified in more
than one category of investment. For example, grants
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for construction of research facilities finance the acqui-
sition of physical assets, but they also contribute to
research and development. To avoid double counting,
the outlays are classified in the category that is most
commonly recognized as investment. Consequently out-
lays for the conduct of research and development do
not include outlays for research facilities, because these
outlays are included in the category for physical invest-
ment. Similarly, physical investment and research and
development related to education and training are in-
cluded in the categories of physical assets and the con-
duct of research and development.

When direct loans and loan guarantees are used to
fund investment, the subsidy value is included as in-
vestment. The subsidies are classified according to their
program purpose, such as construction, education and
training, or non-investment outlays. For more informa-
tion about the treatment of Federal credit programs,,
refer to Chapter 8, “Underwriting Federal Credit and
Insurance.”

This section presents spending for gross investment,
without adjusting for depreciation. A subsequent sec-
tion discusses depreciation and shows investment and
capital stocks both gross and net of depreciation.

Composition of Federal Investment Outlays

Major Federal Investment

The composition of major Federal investment outlays
is summarized in Table 6-1. They include major public
physical investment, the conduct of research and devel-
opment, and the conduct of education and training.
Defense and nondefense investment outlays were
$227.9 billion in 1996. Because of reductions in defense
spending they are estimated to decline to $225.7 billion
in 1997 and to $218.7 billion in 1998. Major Federal
investment will comprise an estimated 13.0 percent of
total Federal outlays in 1998 and 2.7 percent of the
Nation’s gross domestic product (GDP). Greater detail
on Federal investment is available in tables 6-2 and
6-3 at the end of this section. Those tables include
both budget authority and outlays.

Physical investment.—Outlays for major public phys-
ical capital investment (hereafter referred to as physical
investment outlays) are estimated to be $102.8 billion
in 1998. Physical investment outlays are for construc-
tion and rehabilitation, the purchase of major equip-
ment, and the purchase or sale of land and structures.
Slightly more than three-fifths of these outlays are for
direct physical investment by the Federal Government,
with the remaining being grants to State and local gov-
ernments for physical investment.

Direct physical investment outlays by the Federal
Government are primarily for national defense. Defense
outlays for physical investment were $55.0 billion in
1996 and are estimated to decline to $47.8 billion in
1998. Almost all of these outlays, or $43.2 billion, are
for the procurement of weapons and other military
equipment, and the remainder is primarily for construc-
tion of military bases, family housing for military per-
sonnel, and Department of Energy defense facilities.

Outlays for direct physical investment for nondefense
purposes are estimated to be $15.1 billion in 1998.
These outlays include $12.2 billion for construction and
rehabilitation. This amount funds water, power, and
natural resources projects of the Army Corps of Engi-
neers, the Bureau of Reclamation within the Depart-
ment of the Interior, the Tennessee Valley Authority,
and the power administrations in the Department of
Energy; construction and rehabilitation of veterans hos-
pitals and Postal Service facilities; and facilities for
space and science programs. Outlays for the acquisition
of major equipment are estimated to be $6.8 billion
in 1998. The largest amounts are for the air traffic
control system and the Postal Service. For the purchase
or sale of land and structures, collections are expected
to exceed disbursements by $3.9 billion in 1998, largely
due to the planned sale of the United States Enrich-
ment Corporation and the privatization of Elk Hills.
These sales explain most of the decline in outlays from
1996 to 1998.

Grants to State and local governments for physical
investment are estimated to be $39.9 billion in 1998.
More than three fifths of these outlays, or $24.5 billion,
are to assist States and localities with transportation
infrastructure. Other major grants for physical invest-
ment fund sewage treatment plants, community devel-
opment, and public housing.

Conduct of research and development.—Outlays for
the conduct of research and development are estimated
to be $70.2 billion in 1998. These outlays are devoted
to increasing basic scientific knowledge and promoting
related research and development. They increase the
Nation’s security, improve the productivity of capital
and labor for both public and private purposes, and
enhance the quality of life. Slightly more than half
of these outlays, an estimated $37.4 billion in 1998,
are for national defense. Physical investment for re-
search and development facilities and equipment is
included in the physical investment category.

Nondefense outlays for the conduct of research and
development are estimated to be $32.8 billion in 1998.
This is almost entirely direct spending by the Federal
Government, and is largely for the space programs, the
National Science Foundation, the National Institutes
of Health, and research for nuclear and non-nuclear
energy programs.

Conduct of education and training.—Outlays for the
conduct of education and training are estimated to be
$45.6 billion in 1998. These outlays add to the stock
of human capital by developing a more skilled and pro-
ductive labor force. Grants to State and local govern-
ments for this category are estimated to be $27.1 billion
in 1998, more than half of the total. They include edu-
cation programs for the disadvantaged and the handi-
capped, vocational and adult education programs, train-
ing programs in the Department of Labor, and Head
Start. Direct education and training outlays by the Fed-
eral Government are estimated to be $18.5 billion in
1998. Programs in this category are primarily aid for
higher education through student financial assistance,
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Table 6-1. COMPOSITION OF FEDERAL INVESTMENT OUTLAYS
(In billions of dollars)
1996 Estimate
actual 1997 1998
Major Federal Investment Outlays
Major public physical capital investment:
Direct Federal:
National defense ... 55.0 50.6 47.8
Nondefense ... 20.6 212 15.1
Subtotal, direct major public physical capital investment ... 75.5 718 62.9
Grants to State and local gOvernmeNts ..........cccccvvvernererneirnes 404 411 39.9
Subtotal, major public physical capital investment .............. 115.9 113.0 102.8
Conduct of research and development:
National defense ... 39.4 38.9 37.4
Nondefense 29.0 314 328
Subtotal, conduct of research and development ............c........ 68.4 70.3 70.2
Conduct of education and training:
Grants to State and local governments ...........cccceveeereenereenceens 247 26.1 271
DiIreCt FEABIal ....c.ovvuvieiiiriricsiese s 18.9 16.3 18.5
Subtotal, conduct of education and training .........c.ccccveereen. 43.6 425 45.6
Total, major Federal investment outlays .........cccovnininienen. 227.9 225.7 218.7
MEMORANDUM
Major Federal investment outlays:
National defense ... 94.4 89.6 85.3
Nondefense 1334 136.1 1334
Total, major Federal investment outlays ...........cccocrverrininenen. 2279 225.7 218.7
Miscellaneous physical investments:
CommOdity INVENLOMIES .......cuuivrieeiiieineirireeeeiesieeseeene s -1.0 -0.7 -0.8
Other physical investment (direCt) ..o 41 3.9 3.7
Total, miscellaneous physical investment ..........c.ccoocvvveeenen. 31 31 29
Total, Federal investment outlays, including miscellaneous physical
INVESIMENE ..o 230.9 228.9 2215

loan subsidies, the veterans Gl bill, and health training
programs.

This category does not include outlays for education
and training of Federal civilian and military employees.
Outlays for education and training that are for physical
investment and for research and development are in
the categories for physical investment and the conduct
of research and development.

Miscellaneous Investment Outlays

In addition to the categories of major Federal invest-
ment, several miscellaneous categories of investment
outlays are shown at the bottom of Table 6-1. These
items, all for physical investment, are generally unre-
lated to improving Government operations or enhancing
economic activity. Outlays for commodity inventories
are for the purchase or sale of agricultural products
pursuant to farm price support programs and the pur-
chase and sale of other commodities such as oil and
gas. Sales are estimated to exceed purchases by $0.8
billion in 1998.

Outlays for other miscellaneous physical investment
are estimated to be $3.7 billion in 1998. This category
includes primarily conservation programs. These out-
lays are entirely for direct Federal spending.

Detailed Tables on Investment Spending

This section provides data on budget authority as
well as outlays for major Federal investment. For the
first time these estimates extend four years beyond the
budget year to 2002. Table 6-2 displays budget author-
ity (BA) and outlays (O) by major programs according
to defense and nondefense categories. The greatest level
of detail appears in Table 6-3, which shows budget
authority and outlays divided according to grants to
State and local governments and direct Federal spend-
ing. Miscellaneous investment is not included in these
tables because it is generally unrelated to improving
Government operations or enhancing economic activity.
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Table 6-2. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: DEFENSE AND NONDEFENSE PROGRAMS

(In millions of dollars)

Estimate
Description Algagl
1997 1998 1999 2000 2001 2002
NATIONAL DEFENSE

Major public physical investment:
Construction and rehabilitation BA 4,670 5,008 5,555 4516 3,767 3,540 3,155
0 5,409 4,816 4,526 4,613 3,617 3,223 2,804
Acquisition 0f MaJor EQUIPMENE .........cvueviirereiiieriesierneeeseesre i BA 42,975 44,435 42,923 50,833 57,219 60,871 68,552
0 49,645 45,924 43,408 44,841 47,877 51,932 55,688
Purchase or sale of land and structures BA =77 -86 -87 -54 -26 -26 -26
] =77 -86 -87 -54 -26 -26 -26
Subtotal, major public physical investment ..........c.ccccovvenniiniiniienne BA 47,568 49,357 48,391 55,295 60,960 64,385 71,681
(] 54,977 50,654 47,847 49,400 51,468 55,129 58,466
Conduct of research and development ... BA 37,810 39,491 38,744 37,872 35,834 35,328 36,640
0 39,428 38,916 37,416 37,917 36,326 35,492 35,882
Conduct of education and training (CIVIliaN) ........cccoveveririninrseeeeeis BA 8 5 2 8 15 15 15
(] 9 6 3 6 12 15 15
Subtotal, national defense iNVESIMENT .........cccveveminervrncineeiene BA 85,386 88,853 87,137 93,175 96,809 99,728 108,336
0 94,414 89,576 85,266 87,323 87,806 90,636 94,363

NONDEFENSE

Major public physical investment:

Construction and rehabilitation:
HIGRWAYS ..cvoocviiiiisei ettt BA 17,884 21,973 22,304 22,168 22,072 22,043 22,034
(] 19,653 19,645 19,653 19,392 19,191 18,915 18,763
MaSS tranSPOMTALION .......c..eurvereriiriiierine e BA 3,517 4,828 4,971 4,971 4,971 4,971 4,971
(] 3,698 3,900 3,568 3,717 3,922 4,101 4,255
Rail tranSportation ... BA 119 244 434 434 434 434 434
(] 282 211 379 511 435 437 436
AIF trANSPOITALION ...oocvuieiiecriieieiec e BA 1,606 2,284 2,395 1,049 1,050 1,051 1,052
(] 1,675 1,575 1,446 1,235 1,123 1,076 1,068
Water tranSPOMALioN ..........cccveviieiininiieriesiesesesseese s BA 129 137 120 121 122 122 122
(] 125 117 116 120 115 119 121
Community development bloCK grants .........ccccccvvernereinriniininniienns BA 4,650 4,600 4,600 4,600 4,100 4,100 4,100
(] 4,545 4,837 4,641 4,845 4,633 4,438 4,216
Other community and regional development ............ccocvvvrnirerniiieninns BA 1,351 1,379 1,408 1,338 1,156 1171 1,165
(] 1,530 1,805 1,495 1,325 1,339 1,259 1,219
Pollution control and abatement ... BA 3,637 3,797 4,564 4,556 3,885 3,853 3,872
(] 3,668 3,499 3,752 4,044 4,133 4,098 3,938
WALET TESOUICES ..vvovereceraisreseessens sttt BA 1,878 2,068 2,312 2,012 2,045 1,927 1,943
(] 2,318 2,334 1,869 1,991 2,087 1,958 1,904
HOUSING BSSISIANCE .....cuvvuiriiriiiiie i BA 5,664 4,655 5,052 4,827 4,726 4,761 4,797
(] 6,757 7,216 6,963 6,915 6,652 6,149 5,880
ENEIGY oottt BA 1,827 1,292 1,183 1,112 1,130 1,119 1,133
(] 1,918 1,378 1,147 1,141 1,163 1,150 1,160
Veterans hospitals and other health ..., BA 1,113 1,230 1,358 1,341 1,357 1,373 1,388
(] 1,404 1,316 1,465 1,429 1,395 1,375 1,375
POSEAl SEIVICE ...oovreririrriesecsrie sttt BA 1,132 1,870 1,376 964 721 783 1,996
(] 1,138 1,063 1,251 1,195 986 870 2,205
GSA real property aCtVIIES .......ccoeverrernrimieniinrinienineesissiessssesssenins BA | i | v | e | i | v | e | e
(] 1,478 1,418 1,175 1,028 965 916 941
OhEr PrOGIAMS ....ccvveeerererniieesseessere sttt BA 1,776 1,785 1,640 1,418 1,311 1,312 1,312
(] 2,293 2,179 1,971 2,152 1,937 1,711 1,590
Subtotal, construction and rehabilitation ..........c.cocvervenennineiniicies BA 46,283 52,142 53,717 50,911 49,080 49,020 50,319
o] 52,482 52,493 50,891 51,040 50,076 48,572 49,071

Acquisition of major equipment:
AIF tranSPOITALION ...vvevvveeveeeeieieieieise sttt esessessenses BA 1,903 1,969 1,924 2,073 2,029 2,090 2,152
0 2,490 1,948 1,903 1,905 1,927 1,956 2,078
POSHAl SEIVICE ..o BA 1,890 3,545 1,075 586 180 221 665
0 987 2,478 1,378 1,793 236 210 505
ONBI oo BA 3,915 3131 3,465 3,494 2,851 2,782 2,707
0 3,835 3,965 3,545 4,307 4,177 3,530 3,480
Subtotal, acquisition of major eqUIPMENt ..........cocvveririrrniriereenns BA 7,708 8,645 6,464 6,153 5,060 5,093 5,524
0 7,312 8,391 6,826 8,005 6,340 5,696 6,063
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Table 6-2. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: DEFENSE AND NONDEFENSE PROGRAMS—Continued

(In millions of dollars)

Estimate
Description Alcgt?JgI
1997 1998 1999 2000 2001 2002
Purchase or sale of [and and SHUCIUIES ..o BA 183 194 -4,040 229 241 243 -295
0 410 441 -3,875 432 435 428 -126
Other physical assets (grants) BA 926 911 1,063 1,120 1,118 1,127 1,066
0 692 994 1,137 1,068 1,110 1,111 1,085
Subtotal, major public physical INVESIMENt ........ccovvrvrinineerieieeens BA 55,100 61,892 57,204 58,413 55,499 55,483 56,614
0 60,896 62,319 54,979 60,545 57,961 55,807 56,093
Conduct of research and development:
General science, space, and teChnology ...........cveerinimernernrirnisnennnen: BA 10,719 10,779 11,115 11,205 11,202 11,317 11,354
(] 9,745 10,424 10,707 10,872 10,838 10,854 10,960
ENEIGY oot BA 2,548 2,312 2,542 2,650 2,464 2,396 2,354
(] 2,938 2,577 2,796 2,771 2,753 2,658 2,552
TraNSPOITALION ...vucvuciiiieciireeee ettt res BA 1,794 1,960 2,005 1,910 1,893 1,919 1,938
(] 1,654 1,810 2,135 2,090 2,132 2,153 2,180
HEAIN oo BA 11,820 12,647 12,951 12,984 13,026 13,068 13,112
(] 10,267 12,059 12,655 12,925 12,998 13,023 13,060
Natural resources and enVIrONMEN ...........cvurevrrenrerinimernierneeceenens BA 1,781 1,841 1,901 1,865 1,891 1,906 1,939
(] 1,593 1,620 1,673 1,652 1,668 1,668 1,698
All other research and development ... BA 2,693 2,687 2,840 3,046 3,097 3,171 3,256
(] 2,797 2,879 2,824 3,015 3,062 3,117 3,183
Subtotal, conduct of research and development ..........ccocveererniirennnee BA 31,355 32,226 33,354 33,660 33,573 33,777 33,953
] 28,994 31,369 32,790 33,325 33,451 33,473 33,633
Conduct of education and training:
Education, training, employment and social services:
Elementary, secondary, and vocational education BA 13,660 16,899 18,241 18,703 19,129 19,451 19,628
0 14,739 16,111 16,387 18,451 18,722 19,072 19,400
HIGher @AUCALION ........cveuerierciicierec et BA 12,713 9,452 13,212 14,578 14,700 14,998 14,418
0 12,172 9,141 11,348 13,390 13,678 13,825 13,179
Research and general education aids BA 1,762 1,993 2,000 1,834 1,940 1,977 1,994
0 1,906 1,914 2,035 1,817 1,926 1,959 1,994
Training and emploYMENt ..o BA 5,068 5,675 5,987 6,286 6,594 5,417 5,549
0 5,175 4,910 5,402 6,044 6,252 5,742 5,444
Social services BA 6,072 6,539 6,942 7,202 7,467 7,757 8,059
0 5,940 6,447 6,637 6,820 7,029 7,285 7,569
Subtotal, education, training, and social SEIVICES ........ccrvrvrvrrrerene BA 39,275 40,558 46,382 48,603 49,830 49,600 49,648
0 39,932 38,523 41,809 46,522 47,607 47,883 47,586
Veterans education, training, and rehabilitation ............c.coovvivirierinenns BA 1,274 1,526 1,503 1,598 1,603 1,653 1,671
0 1,373 1,558 1,580 1,617 1,619 1,661 1,679
HEAIN .o BA 793 882 728 720 718 715 712
0 760 864 804 728 719 708 704
Other education and traiNiNg .........ccceerereierreerenise e BA 1,519 1,510 1,453 1,461 1,485 1,458 1,481
0 1,485 1,505 1,434 1,466 1,476 1,460 1,470
Subtotal, conduct of education and training .........ccccecevervrrereriernreeeens BA 42,861 44,476 50,066 52,382 53,636 53,426 53,512
0 43,550 42,450 45,627 50,333 51,421 51,712 51,439
Subtotal, nondefense INVESIMENE ..o BA 129,316 138,594 140,624 144,455 142,708 142,686 144,079
(] 133,440 136,138 133,396 144,203 142,833 140,992 141,165
Total, major Federal INVESIMENL .......cccocvvirviniiniiinienesisineni BA 214,702 227,447 227,761 237,630 239,517 242,414 252,415
(] 227,854 225,714 218,662 231,526 230,639 231,628 235,528
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS

(in millions of dollars)

Estimate
Description Algagl
1997 1998 1999 2000 2001 2002
GRANTS TO STATE AND LOCAL GOVERNMENTS
Major public physical investments:
Construction and rehabilitation:
HIGRWAYS ..cvvoceicricie et BA 17,879 21,972 22,302 22,166 22,070 22,041 22,032
0 19,644 19,588 19,475 19,333 19,172 18,902 18,751
MasSS tranSPOIALION ......c..cvuevueerieiiieereiseiseisisei st nees BA 3,517 4,828 4971 4971 4971 4971 4971
0 3,698 3,900 3,568 3,717 3,922 4,101 4,255
Rail tranSportation ... BA 1 69 10 10 10 10 10
(] 16 33 48 36 10 10 10
AIF ranSPOITALION ...vuvvvveeverieieieieeie et BA 1,550 2,230 2,347 1,000 1,000 1,000 1,000
0 1,655 1,519 1,395 1,185 1,075 1,028 1,018
Pollution control and abatement ...........coveveneeeieiniierneseecseeeene BA 2,314 2,417 2,474 2,211 2,190 2,207 2,225
(] 2,368 2,127 2,119 2,032 2,155 2,279 2,188
Other natural resources and environment BA 174 161 44 44 44 44 44
] 255 283 75 48 43 43 43
Community development blOCK grants ...........coovvnenininneieseenne BA 4,650 4,600 4,600 4,600 4,100 4,100 4,100
0 4,545 4,837 4,641 4,845 4,633 4,438 4,216
Other community and regional development BA 1,106 1,013 1,152 1,110 926 938 929
0 1,172 1,227 1,170 1,137 1,121 1,032 987
HOUSING 8SSISIANCE ......uvvviriiriciiie i BA 4,554 4,622 4,567 4,342 4,241 4,276 4,312
0 6,007 6,335 5,999 5,845 5,508 5,022 4,767
National AEfENSE .......ovuueriiiirce e BA | i | v | e | v | s | e | e
0 16 9 4 T OO (SOOI TR
Other CONSITUCHON .......uvvuiriiciirieriee e BA 134 130 119 115 116 116 116
0 222 212 179 159 126 119 118
Subtotal, construction and rehabilitation BA 35,879 42,042 42,586 40,569 39,668 39,703 39,739
] 39,598 40,070 38,673 38,338 37,765 36,974 36,353
Other PhySICal @SSELS .......cuuriuirriieeeiriieierie et BA 978 962 1,120 1,177 1,178 1,187 1,128
0 757 1,075 1,208 1,130 1,169 1,170 1,145
Subtotal, major public physical Capital ..........covmmrnrininneeeeeens BA 36,857 43,004 43,706 41,746 40,846 40,890 40,867
] 40,355 41,145 39,881 39,468 38,934 38,144 37,498
Conduct of research and development:
AGICURUIE oot BA 223 223 223 223 223 223 223
0 224 234 223 221 215 193 207
OINBI oottt BA 89 258 126 127 127 129 130
] 79 94 238 180 162 158 159
Subtotal, conduct of research and development .........ccoeveererniinennnee BA 312 481 349 350 350 352 353
(o] 303 328 461 401 377 351 366
Conduct of education and training:
Elementary, secondary, and vocational education .............ccovrvrerrernreenen. BA 12,881 16,111 17,342 17,797 18,212 18,527 18,694
0 13,930 15,288 15,574 17,573 17,828 18,168 18,486
HIghEr UCALION ......vvvvvierieieisie et BA 63 83 39 40 41 42 44
0 108 77 74 38 40 41 42
Research and general education @ids ...........c.ccovririnininininesneieeeeeens BA 243
0 288
Training and emplOYMENE .........cviriirieieieiee e enees BA 3,998
0 4,162
SOCIAI SEIVICES ..euvrivriiiiiriiesieiieie ettt BA 5,828
0 5,702
National defense (CIVIlIAN) ..o BA | o
0 2
AGHICUIUIE .ottt bbbt BA 428
0 403
OFNET bbb BA 94
0 100
Subtotal, conduct of education and training .........cccceereervrrerreriererreeenns BA 23,535 27,949 29,384 30,353 31,328 30,722 31,286
0 24,695 26,120 27,128 29,683 30,233 30,254 30,510
Subtotal, grants for investment BA 60,704 71,434 73,439 72,449 72,524 71,964 72,506
0 65,353 67,593 67,470 69,552 69,544 68,749 68,374
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description Algagl
1997 1998 1999 2000 2001 2002
DIRECT FEDERAL PROGRAMS
Major public physical investment:
Construction and rehabilitation:
National defense:

Military CONSEIUCHON ....ouvvucernirrireererieeeeeesseseri st sesesenes BA 2,815 3,220 2,519 2,537 2,565 2,491 1,633
0 3,382 3,102 2,934 2,793 2,132 1,855 1,432
Family NOUSING .vvveviereieieieieeie st ssees BA 1,016 1,017 679 722 436 441 433
0 1,078 1,007 916 788 372 376 372
Atomic energy defense activities and Other ... BA 839 771 2,357 1,257 766 608 1,089
(] 933 698 672 1,031 1,113 992 1,000
Subtotal, national defenSe .........ccccvevieieiieeiieeiiee e BA 4,670 5,008 5,555 4,516 3,767 3,540 3,155
0 5,393 4,807 4,522 4,612 3,617 3,223 2,804
International affairS ... BA 157 218 200 200 200 200 200
0 279 265 230 219 213 215 215
General science, space, and technology .........ccoverrnieieeersieeneeneens BA 423 349 338 259 252 254 260
0 611 487 423 406 333 327 321
WatEr reSOUICES PrOJECES ..cvuvvrvvuririiiiiiisiriesiesesi e ses BA 1,728 1,935 2,272 1,972 2,005 1,887 1,903
] 2,090 2,082 1,799 1,946 2,047 1,918 1,864
Other natural resources and enVIrONMENt ..........c.evvererceeeermineeereninenins BA 1,644 1,637 2,350 2,631 1,967 1,913 1,908
0 1,672 1,684 1,900 2,279 2,252 2,089 2,016
Energy BA 1,827 1,292 1,183 1,112 1,130 1,119 1,133
0 1,918 1,378 1,147 1,141 1,163 1,150 1,160
POSTAl SEIVICE ...oueuivrerricieieci et BA 1,132 1,870 1,376 964 721 783 1,996
(o] 1,138 1,063 1,251 1,195 986 870 2,205
Transportation BA 307 366 593 595 597 598 599
0 419 407 675 703 606 606 608
HOUSING BSSISLANCE ....euvrveercieieieieiseiseissisisei et BA 1,110 33 485 485 485 485 485
o] 750 881 964 1,070 1,144 1,127 1,113
Veterans hospitals and other health facilities ... BA 1,066 1,183 1,317 1,304 1,320 1,336 1,351
0 1,347 1,272 1,418 1,384 1,351 1,336 1,338
Federal Prison SYSIEM .........coviiiniicrnineecssiessseseeecsssssnens BA 245 310 149 97 | s | e | e
0 486 309 393 527 410 253 181
GSA real Property aCtivitieS ........covoveurrerreenrnrinssesssssesessssesesessesesenes BA 1 157 | e | v | e | e | e
0 1,579 1,757 1,262 1,028 965 916 941
Other CONSITUCHON ......oucvvuiriicririeisie et BA 764 750 868 723 735 742 745
0 611 847 760 805 841 791 756
Subtotal, construction and rehabilitation BA 15,074 15,108 16,686 14,858 13,179 12,857 13,735
] 18,293 17,239 16,744 17,315 15,928 14,821 15,522

Acquisition of major equipment:

National defense:

Department of Defense—Military (Procurement) ..........cccoeeveereenennns BA 42,641 44,179 42,664 50,583 56,969 60,624 68,310
o] 49,252 45,668 43,164 44,601 47,641 51,698 55,457
Atomic energy defense aCtiVIties ... BA 334 256 259 250 250 247 242
] 393 256 244 240 236 234 231
Subtotal, national defenSe ... BA 42,975 44,435 42,923 50,833 57,219 60,871 68,552
(o] 49,645 45,924 43,408 44,841 47,877 51,932 55,688
General science and basic reSearch ... BA 252 239 244 250 251 251 251
0 199 262 271 271 263 256 246
Space flight, research, and supporting activities ........c..ceevrerrerrerrerreerenns BA 763 744 575 574 558 540 526
0 545 698 638 610 595 575 564
ENEIGY oot BA 218 183 170 194 203 202 215
(] 221 195 193 222 231 231 243
POSEAl SEIVICE ..ottt BA 1,890 3,545 1,075 586 180 221 665
(] 987 2,478 1,378 1,793 236 210 505
A raNSPOTTALION ...oovvecevaerreseesensesecs st BA 1,903 1,969 1,924 2,073 2,029 2,090 2,152
(] 2,490 1,948 1,903 1,905 1,927 1,956 2,078
Water transportation (Coast GUArd) ........c.ccrrriniminimerenenenineenes BA 228 245 242 242 242 242 242
(] 240 179 196 216 226 239 245
Other transportation (railr0ads) ... BA 330 362 | s | e | i | e | e,
(] 322 262 159 104 | o | v | s

SOCIAl SECUNEY vvvvvrvviirciiririitreses e BA 257 86 63 68 73 78 84
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description Algagl
1997 1998 1999 2000 2001 2002
] 164 103 153 164 176 189 203
Hospital and medical care for VELerans ..........ccomrernereeneernisneennen: BA 767 513 483 483 483 483 483
0 614 564 483 489 490 490 490
Department Of JUSHCE .......cvveerieriiniieriniieseeciessi e BA 377 444 480 288 296 304 314
0 294 378 293 348 216 146 151
Department of the TIEASUIY .......oceeieeriiieneecieeissiersseessseeeesseseene BA 643 230 628 619 119 119 119
0 616 541 106 551 599 148 98
General SUPPIY fUND ....cooeiriiiee e BA | oo | v | e | e | e | v | e,
0 497 556 673 703 748 655 694
OINBI oo BA 28 34 523 719 566 503 411
0 58 146 309 567 574 542 486
Subtotal, acquisition of major eqUIPMENt ..........ccocrieereninirieereeins BA 50,631 53,029 49,330 56,929 62,219 65,904 74,014
0 56,892 54,234 50,163 52,784 54,158 57,569 61,691
Purchase or sale of land and structures:
National AEENSE .....c..cvierceeieirerrre s BA =77 -86 -87 -54 -26 -26 -26
0 =77 -86 -87 -54 -26 -26 -26
International affairS ... BA 10 10 10 10 10 10 10
] 11 11 10 10 9 9 9
Sale of the United States Enrichment Corporation ..........ccccvvveneenen. BA | i | i =1,800 | v | e | e | e
0 . -1,800 | ... . .
Privatization of EIK HillS ........cccccoeirininnrnnisnsssseeeeenens BA | i | i “2,815 | e | e | e | e
[© N TN S 2415 | e | e | e | e,
OINBIE oot BA 173 184 165 219 231 233 -305
0 399 430 330 422 426 419 -135
Subtotal, purchase or sale of land and StruCtures ..........cooeevrreennn. BA 106 108 4,127 175 215 217 -321
0 333 355 -3,962 378 409 402 -152
Subtotal, major public physical INVESIMENt .........ccocvvrvvniirieieenne BA 65,811 68,245 61,889 71,962 75,613 78,978 87,428
(] 75,518 71,828 62,945 70,477 70,495 72,792 77,061
Conduct of research and development:
National defense:
DEfENSE MINIEAMY ......vvvreracrreeieererie st BA 35,402 37,060 36,371 35,544 33,541 33,054 34,403
] 36,936 36,485 35,067 35,626 34,077 33,264 33,682
Atomic energy and OtNET ... BA 2,408 2,431 2,373 2,328 2,293 2,274 2,237
] 2,492 2,431 2,349 2,291 2,249 2,228 2,200
Subtotal, national defeNSe ... BA 37,810 39,491 38,744 37,872 35,834 35,328 36,640
0 39,428 38,916 37,416 37,917 36,326 35,492 35,882
International affairS .........ccceeiieiie e BA 253 191 247 253 257 265 270
0 419 379 339 317 320 327 332
General science, space, and technology:
NASA s BA 7,844 7,797 8,009 8,034 8,025 8,133 8,164
(] 6,963 7,524 7,767 7,841 7,734 7,738 7,802
National Science Foundation BA 2,204 2,277 2,367 2,373 2,379 2,386 2,392
(] 2,077 2,195 2,201 2,272 2,332 2,344 2,386
Other general SCIENCE .......cvuevreerieiisisissssisssessssssssessessssesessessesesenes BA 671 705 739 798 798 798 798
(] 705 705 739 759 772 772 772
Subtotal, general science, space, and technology ...........ccccecoeveevennee BA 10,972 10,970 11,362 11,458 11,459 11,582 11,624
0 10,164 10,803 11,046 11,189 11,158 11,181 11,292
ENEIGY oottt BA 2,548 2,312 2,542 2,650 2,464 2,396 2,354
(] 2,938 2,577 2,796 2,771 2,753 2,658 2,552
Transportation:
Department of TranSPOrtation ............oovreereenenenenrnsseseseeeeenens BA 508 531 651 629 634 641 647
] 479 489 730 702 699 699 682
NASA o BA 1,222 1,198 1,273 1,200 1,178 1,197 1,210
] 1,120 1,261 1,194 1,234 1,296 1,321 1,366
Subtotal, tranSPOMALION .........ccceevrmerererrerierieeeseereeeess e BA 4,278 4,041 4,466 4,479 4,276 4,234 4211
(o] 4,537 4,327 4,720 4,707 4,748 4,678 4,600
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Table 6-3. FEDERAL INVESTMENT BUDGET AUTHORITY AND OUTLAYS: GRANT AND DIRECT FEDERAL PROGRAMS—Continued

(in millions of dollars)

Estimate
Description Alcgt?JgI
1997 1998 1999 2000 2001 2002

Health:
National Institutes 0f HEalth ..o BA 11,263 11,996 12,333 12,378 12,428 12,479 12,530
0] 9,642 11,469 12,060 12,326 12,414 12,448 12,492
Al Other REAIN ... BA 548 642 613 601 593 584 577
0] 616 581 590 594 579 570 563
Subtotal, health BA 11,811 12,638 12,946 12,979 13,021 13,063 13,107
] 10,258 12,050 12,650 12,920 12,993 13,018 13,055
AGHCUIUIE .ottt es BA 953 963 975 980 991 1,002 1,013
(] 944 948 962 974 982 1,027 1,026
Natural resources and enviroNMEN ...........cveeevneenrerinimernnesneeeeeenens BA 1,778 1,838 1,898 1,862 1,888 1,903 1,936
(] 1,587 1,619 1,671 1,650 1,666 1,666 1,696
National Institute of Standards and Technology .........ccccovreininniniinnen. BA 416 429 480 506 518 564 620
o] 374 428 440 463 491 514 543
Hospital and medical care for VELerans ............oovverniverninerneninennnen: BA 256 263 235 235 235 235 235
(] 231 261 241 234 233 233 233
All other research and development ... BA 579 603 643 811 835 842 854
(] 596 605 599 787 803 805 822
Subtotal, conduct of research and development .........ccoevveererniirennnee BA 68,853 71,236 71,749 71,182 69,057 68,753 70,240
0 68,119 69,957 69,745 70,841 69,400 68,614 69,149

Conduct of education and training:

Elementary, secondary, and vocational education ............c.ccccveeernerneennnen. BA 779 788 899 906 917 924 934
0] 809 823 813 878 894 904 914
HIGher @AUCALION ..o BA 12,650 9,369 13,173 14,538 14,659 14,956 14,374
0] 12,064 9,064 11,274 13,352 13,638 13,784 13,137
Research and general education @ids ..........c.cumeeernimerneieeneensesneennens BA 1,519 1,554 1,689 1,517 1,592 1,621 1,633
0] 1,618 1,628 1,658 1,483 1,580 1,610 1,638
Training and emplOYMEN ..o BA 1,070 1,162 1,487 1,522 1,559 1,593 1,629
0] 1,013 1,127 1,194 1,378 1,501 1,558 1,605
HEAIN .o BA 793 882 728 720 718 715 712
0] 760 864 804 728 719 708 704
Veterans education, training, and rehabilitation ............cccoccoenerminerininens BA 1,274 1,526 1,503 1,598 1,603 1,653 1,671
0] 1,373 1,558 1,580 1,617 1,619 1,661 1,679
General science and basiC reSerach ... BA 502 523 519 518 518 518 518
0] 469 502 4384 518 516 530 518
National AEfENSE .......vvrreierriererr e BA 8 5 2 8 15 15 15
0] 7 6 3 6 12 15 15
International affairs ..........coveerenre s BA 236 218 199 199 199 199 199
0] 279 233 210 201 199 199 199
OHNET e BA 503 505 485 511 543 525 556
0] 472 531 482 495 522 504 535
Subtotal, conduct of education and training ..........ccceerrrsrieieereeneens BA 19,334 16,532 20,684 22,037 22,323 22,719 22,241
0 18,864 16,336 18,502 20,656 21,200 21,473 20,944
Subtotal, direct Federal iNVESIMENL ...........cccevevvreiiesiesiesesees BA 153,998 156,013 154,322 165,181 166,993 170,450 179,909
0] 162,501 158,121 151,192 161,974 161,095 162,879 167,154
Total, major Federal investment BA 214,702 227,447 227,761 237,630 239,517 242,414 252,415
] 227,854 225,714 218,662 231,526 230,639 231,628 235,528
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Part 11: PLANNING, BUDGETING, AND ACQUISITION OF CAPITAL ASSETS

The previous section discussed Federal investment
broadly defined. The focus of this section is much nar-
rower—the review of planning and budgeting for capital
assets during the past year and the resultant budget
proposals for capital assets owned by the Federal Gov-
ernment and used to deliver Federal services. Capital
assets consist of Federal buildings, information tech-
nology, and other facilities and major equipment, in-
cluding weapons systems, federally owned infrastruc-
ture, and space satellites.r! With proposed major agency
restructuring, organizational streamlining, and other
reforms, good planning may suggest reduced spending
for some assets, such as office buildings, and increased
spending for others, such as information technology,
to increase the productivity of a smaller workforce.

In recent years the Office of Management and Budget
(OMB) and the Congress have reviewed the Federal
Government’s performance in planning, budgeting, risk
management, and the acquisition of capital assets. The
reviews indicate that the performance is uneven across
the Government. The problems have many causes and
as a result, there is no single solution. Agencies that
are strong in this area may be able to provide best
practices that could assist agencies that need improve-
ment. In meeting the objective of improving the Govern-
ment's performance, it is essential that the caliber of
government planning and budgeting for capital assets
be improved.

Improving Planning, Budgeting, and Acquisition
of Capital Assets

Risk Management.—Recent OMB reviews have
found a recurring theme in many capital asset acquisi-
tions—that risk management should become more
central to the planning, budgeting, and acquisition proc-
ess. Failure to analyze and manage the inherent risk
in all capital asset acquisitions may have contributed
to cost overruns, schedule shortfalls, and acquisitions
that fail to perform as expected. Failure to adopt capital
asset requirements that are within the capabilities of
the market and budget limitations may also have con-
tributed to these problems. For each major project a
risk analysis that includes how risks will be isolated,
minimized, monitored, and controlled may help prevent
these problems. The proposals in this budget, together
with recent legislation enacted by Congress, are de-
signed to help the Government manage better its port-
folio of capital assets.

Long-Term Planning and Analysis.—Planning and
managing capital assets, especially better management
of risk, has historically been a low priority for some
agencies. Attention focuses on coming-year appropria-

1This is almost the same as the definition in Part | of this chapter for spending for
direct Federal construction and rehabilitation, major equipment, and purchase of land, except
that capital assets excludes grants to private groups for these purposes (e.g., grants for
equipment for research and grants to AMTRAK). A more complete definition can be found
in the glossary to the “Principles of Budgeting for Capital Asset Acquisitions,” which is
at the end of this Part.

tions, and justifications are often limited to lists of
desired projects. The increased use of long-range plan-
ning linked to performance goals required by the Gov-
ernment Performance and Results Act would provide
a better basis for justifications. It would increase fore-
sight and improve the odds for cost-effective invest-
ments.

A need for better risk management, integrated life-
cycle planning, and operation of capital assets at many
agencies was evident in the OMB reviews. Research
equipment was acquired with inadequate funding for
its operation. New medical facilities sometimes were
built without funds for maintenance and operation.
New information technology sometimes was acquired
without planning for associated changes in agency oper-
ations.

Congressional concern.—Congress has expressed its
concern about planning for capital assets with legisla-
tion and other actions that complement Administration
efforts to ensure better performance:

* The Government Performance and Results Act of
1993 (GPRA) is designed to help ensure that pro-
gram objectives are more clearly defined and re-
sources are focused on meeting these objectives.

* The Federal Acquisition Streamlining Act of 1994
(FASA), Title V, requires agencies to improve the
management of large acquisitions. Title V requires
agencies to institute a performance-based plan-
ning, budgeting, and management approach to the
acquisition of capital assets. As a result of im-
proved planning efforts, agencies are required to
establish cost, schedule, and performance goals
that have a high probability of successful achieve-
ment. For projects that are not achieving 90 per-
cent of original goals, agencies are required to dis-
cuss corrective actions taken or planned to bring
the project within goals. If they cannot be brought
within goals, agencies should identify how and
why the goals should be revised, whether the
project is still cost beneficial and justified for con-
tinued funding, or whether the project should be
canceled.

* The Information Technology Management Reform
Act of 1996 (ITMRA) is designed to ensure that
information technology acquisitions support agen-
cy missions developed pursuant to GPRA. ITMRA
also requires a performance-based planning, budg-
eting, and management approach to the acquisi-
tion of capital assets.

* The General Accounting Office recently released
a study, Budget Issues: Budgeting for Federal Cap-
ital (November 1996), written in response to a
congressional request, which recommended that
OMB continue its focus on fixed assets.

OMB concern.—Since 1994, OMB has devoted par-
ticular attention to improving the process of planning,
budgeting, and acquiring capital assets.
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» Separate OMB reviews that focused on capital as-
sets have occurred for the last three budgets.

» After seeking out and analyzing the problems,
which differed from agency to agency, OMB issued
guidance on this issue in 1994. This guidance was
repeated in 1995 and reissued in 1996 as OMB
Circular A-11: Part 3: “Planning, Budgeting, and
Acquisition of Fixed Assets” (July 1996) (hereafter
referred to as Part 3). Part 3 identified other OMB
guidance on this issue.2?

Agencies were requested to approach planning for
capital assets in the context of strategic plans to
carry out their missions, and to consider alter-
native methods of meeting their goals. Systematic
analysis of the full life-cycle expected costs and
benefits was required, along with risk analysis
and assessment of alternative means of acquiring
assets. The Administration proposes to make
agencies responsible for the capital assets they
use, and to work throughout the coming year to
improve agency risk management, planning, budg-
eting, acquisition, and operation of these assets.

* In the FY 1997 Budget a year ago, the Adminis-
tration proposed a separate allowance of $1.4 bil-
lion for full funding of selected capital assets in
the Department of Energy, NASA, and the Depart-
ment of the Interior. Congress responded favor-
ably by enacting a portion of this allowance for
the Department of Energy.

e OMB memorandum 97-02, Funding Information
Systems Investments (October 25, 1996) was issued
to establish clear and concise decision criteria re-
garding investments in major information tech-
nology investments.

* As part of this Budget, OMB is:

—requesting full funding in regular or advance
appropriations for new capital projects and for
many capital projects formerly funded incremen-
tally. These requests are shown in Table 6-5
and discussed in the accompanying text.

—issuing the “Principles of Budgeting for Capital
Asset Acquisitions,” which appear at the end
of this Part and are also available as a separate
publication. These principles offer guidelines to
agencies to help carry out better planning, anal-
ysis, risk management, and budgeting for cap-
ital asset acquisitions. The principles include a
proposed new Budget Enforcement Act score-

20ther OMB guidance includes: (1) OMB Circular No. A-109, Major System Acquisitions,
which establishes policies for planning major systems that are generally applicable to fixed
asset acquisitions. (2) OMB Circular No. A-94, Guidelines and Discount Rates for Benefit-
Cost Analysis of Federal Programs, which provides guidance on benefit-cost, cost-effective-
ness, and lease-purchase analysis to be used by agencies in evaluating Federal activities
including fixed asset acquisition. It includes guidelines on the discount rate to use in
evaluating future benefits and costs, the measurement of benefits and costs, the treatment
of uncertainty, and other issues. This guidance must be followed in all analyses submitted
to OMB in support of legislative and budget programs. (3) Executive Order No. 12893,
“Principles for Federal Infrastructure Investments,” which provides principles for the system-
atic economic analysis of infrastructure investments and their management. (4) OMB Bul-
letin No. 94-16, Guidance on Executive Order No. 12893, “Principles for Federal Infrastruc-
ture Investments,” which provides guidance for implementing this order and appends the
order itself. (5) the revision of OMB Circular A-130, Management of Federal Information
Resources (February 20, 1996), which provides principles for internal management and plan-
ning practices for information systems and technology (published in the Federal Register,
February 20, 1996, pp. 6433-6434).

keeping rule to enforce full funding of capital
projects.

—Later this year OMB plans to publish a “Capital
Programming Guide.” This Guide is being devel-
oped by an interagency task force that includes
participation from the General Accounting
Office. A draft of the Guide is currently in cir-
culation for comment. Its purpose is to provide
professionals in the Federal Government a basic
reference on capital assets management prin-
ciples to assist them in planning, budgeting, ac-
quiring, and managing the asset once in use.
The draft Guide emphasizes risk management
and the importance of analyzing capital assets
as a portfolio.

From Planning to Budgeting.—Long-range agency
plans should channel fully justified budget-year and
out-year capital acquisition proposals into the budget
process. Agencies were asked to submit projections of
both budget authority and outlays for high-priority cap-
ital asset proposals not only for the budget year but
for the four subsequent years through 2002 as well.
In addition, OMB held a separate review on capital
assets again as part of the 1998 budget review process.
This provided an overview of requests, flagged issues,
and considered cross-cutting recommendations. Agency-
specific capital asset issues were highlighted in the
agency reviews.

Attention was given to whether the “lumpiness” of
some capital assets—large one-year temporary in-
creases in funding—disadvantaged them in the budget
review process. In some cases, agencies aggregate cap-
ital asset acquisitions into budget accounts containing
only such acquisitions; such accounts tend to smooth
out year-to-year changes in budget authority and out-
lays and avoid crowding other expenditures. In other
cases, agencies or program managers do not hesitate
to request “spikes” in spending for asset acquisitions,
and the review process accommodates them. But some
agencies go out of their way to avoid such spikes, and
some agencies have trouble accommodating them. Part
3 encouraged agencies to accommodate justified spikes
in their own internal reviews, and the OMB review
in some cases made special allowance for these one-
time increases.

Full Funding of Capital Assets.—Good budgeting re-
quires that appropriations for the full costs of asset
acquisition be provided up front to help ensure that
all costs and benefits are fully taken into account when
decisions are made about providing resources. Full
funding was endorsed by the General Accounting Office
in its recent report, Budgeting for Federal Capital
(November 1996). This rule is followed for most Depart-
ment of Defense procurement and construction pro-
grams and for General Services Administration build-
ings. In other areas too often it is not. When it is
not followed and capital assets are funded in incre-
ments, without certainty if or when future funding will
be available, it can and occasionally does result in poor
risk management, weak planning, acquisition of assets
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not fully justified, higher acquisition costs, cancellation
of major projects, the loss of sunk costs, and inadequate
funding to maintain and operate the assets. Full fund-
ing is also an important element in managing large
acquisitions effectively and holding management re-
sponsible for achieving goals.

This budget requests full funding with regular or ad-
vance appropriations for new capital projects and for
many capital projects funded incrementally in the past.
Projects that might have been funded in increments
in past years and are fully funded in this budget are
identified below in Table 6-5 and discussed in the ac-
companying text. Next year additional effort will be
made to include full funding for all new capital projects,
or at least economically and programmatically viable
segments (or modules) of new projects.

Other Budgeting Issues.—Other budgeting decisions
can also aid in acquiring capital assets. Availability
of funds for one year often may not be enough time
to complete the acquisition process. Most agencies re-
guest that funds be available for more than one year
to complete acquisitions efficiently, and Part 3 encour-
aged this. As noted, many agencies aggregate asset ac-
quisition in budget accounts to avoid lumpiness. In
some cases, these are revolving funds that “rent” the
assets to the agency’s programs.

To promote better program performance, agencies are
also being encouraged by OMB to examine their budget
account structures to align them better with program
outputs and outcomes and to charge the appropriate
account with significant costs used to achieve these re-
sults. The asset acquisition rental accounts, mentioned
above, would contribute to this. Budgeting this way
would provide information and incentives for better re-
source allocation among programs and a continual
search for better ways to deliver services. It would also
provide incentives for efficient capital asset acquisition
and management.

Acquisition of Capital Assets.—Improved planning,
budgeting, and acquisition strategies are necessary to
increase the ability of agencies to acquire capital assets
within, or close to, the original estimates of cost, sched-
ule, and performance used to justify project budgets
and to maintain budget discipline. The OMB initiative
along with enactment of FASA (Title V) and ITMRA
require agencies to institute a performance-based plan-
ning, budgeting, and management approach to the ac-
quisition of capital assets.

OMB, working with the agencies over the last year,
began separate but related efforts to develop an inte-
grated management approach that employs perform-
ance based acquisition management as part of a dis-
ciplined capital programming process. OMB also wants
the capital asset acquisition goals incorporated into the
annual performance plan called for by GPRA so that
a unified picture of agency management activities is
presented and acquisition performance goals are linked
to the achievement of program and policy goals. This
integrated approach will not only eliminate duplication
in reporting agency actions but, most importantly, will

foster more effective implementation of performance-
base acquisition management.

The first effort was the issuance of OMB Circular
A-11, Part 3, Planning, Budgeting and Acquisition of
Fixed Assets, in July 1996. Part 3 presents unified guid-
ance to agencies on planning, budgeting, and acquisi-
tion management of fixed assets. It also presents uni-
fied guidance designed to coordinate the collection of
agency information for OMB reports to the Congress
required by FASA Title V and ITMRA. Part 3 for this
budget limited reporting to high-priority acquisitions
with expansion to all acquisitions planned for the 1999
Budget. Part 3 required agencies to provide information
to OMB on the extent of planning and risk mitigation
efforts accomplished for new projects to ensure a high
probability that the cost, schedule and performance
goals established will be successfully achieved. For on-
going projects agencies are to provide information on
the achievement of, or deviation from, goals. For
projects that are not achieving 90 percent of original
goals, agencies are required to discuss corrective actions
taken, or contemplated, to bring the project within
goals or, if not, how and why the goals should be re-
vised and whether the project is still cost beneficial
and justified for continued funding or should be can-
celed. Acquisition goals submitted with the 1998 Budg-
et, if approved by OMB, are the baseline goals for all
future monitoring of project progress for both manage-
ment purposes and reporting to Congress as required
by FASA Title V and ITMRA.

As the second effort, on October 25, 1996, OMB
memorandum 97-02, Funding Information Systems In-
vestments, was issued to establish clear and concise
decision criteria regarding investments in major infor-
mation technology investments. As a general presump-
tion, OMB will recommend new or continued funding
only for those major system investments that satisfy
these criteria and expands coverage to all capital in-
vestments.

At the Appendix to this Part are the Principles of
Budgeting for Capital Asset Acquisitions, which incor-
porate the above criteria and expand coverage to all
capital investments. OMB recognizes that many agen-
cies are in the middle of ongoing projects initiated prior
to enactment of ITMRA and FASA Title V, and may
not be able to satisfy the criteria immediately. For
those systems that do not satisfy the criteria, OMB
considered requests to use 1997 and 1998 funds to sup-
port reevaluation and replanning of the project as nec-
essary to achieve compliance with the criteria or to
determine that the project would not meet the criteria
and should be canceled.

As a result of these two initiatives, capital asset ac-
quisitions are to have baseline cost, schedule, and per-
formance goals for future tracking purposes or they
are to be either reevaluated and changed or canceled
if no longer cost beneficial.

Outlook.—The effort to improve planning and budg-
eting for capital assets will continue in 1997.
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» The Administration will work with the Congress
to increase the number of projects that are fully
funded with regular or advance appropriations.

* OMB will be working with congressional commit-
tees, the President's Management Council, the
Chief Financial Officers Council, and the Chief
Information Officers Council to help agencies with
their responsibility for capital assets through the
alignment of budgetary resources with program
results. OMB will also work with these groups
to implement the “Principles of Budgeting for Cap-
ital Asset Acquisitions,” which are shown as an
Appendix to this Part.

« In the OMB review process, proposals for the ac-
quisition of capital assets and related issues of
lumpiness or “spikes” will continue to receive spe-
cial attention. Agencies will be encouraged to give
the same special attention to future asset acquisi-
tion proposals.

* To ensure that the full costs and benefits of all
budget proposals are fully taken into account in
allocating resources, agencies will be required to
propose full funding for acquisitions in their budg-
et requests.

* OMB will finalize the guidance to implement the
requirements of FASA Title V within the civilian
agencies and develop materials for OMB use in
reviewing agency planning for new acquisitions
and performance information on acquisitions in
process.

e As noted earlier, OMB plans to issue a “Capital
Programming Guide” that will assist professionals
in the Federal Government in risk management,
planning, budgeting, acquiring, and operating effi-
ciently capital asset acquisitions.

Major Acquisition Proposals

For the definition of major capital assets described
above this budget requests $61.8 billion of budget
authority for 1998. This includes $45.8 billion for the
Department of Defense and $16.0 billion for other agen-
cies. The major requests are shown in the accompany-
ing Table 6-4: “Capital Asset Acquisitions,” which dis-
tributes the funds generally according to the categories
for buildings, information technology, and other acquisi-
tions.

Buildings

This category includes both general purpose office
buildings and special purpose buildings, such as hos-
pitals, prisons, and courthouses. This budget includes
$10.9 billion of budget authority for 1998 for the major
building acquisitions.

Department of Defense.—The budget includes $3.7 bil-
lion for 1998 for general construction on military bases
and family housing. This funding will be used to:

» support the fielding of new systems;
» enhance operational readiness, including deploy-
ment and support of military forces;

* provide housing for military personnel and their
families;

* implement base closure and realignment actions;
and

» correct safety deficiencies and environmental prob-
lems.

General Services Administration.—The 1998 budget
requests $1.7 billion in obligations for GSA for the con-
struction or renovation of buildings. These funds will
allow for new construction for U.S. Courts and the ac-
quisition of general purpose office space in locations
where long-term needs show that ownership is pref-
erable to leasing.

Department of Energy.—This budget requests $1.5
billion for 1998 for assets in this category. The largest
item is a request for $0.9 billion for the National Igni-
tion Facility, which will be used to perform experi-
ments, including inertial confinement fusion experi-
ments, at high pressures and temperatures. These in-
vestments are also discussed in the text that accom-
panies Table 6-5.

Department of Veterans Affairs.—The 1998 budget re-
quests $0.5 billion in budget authority for new construc-
tion and rehabilitation of veterans hospitals, clinics,
nursing homes, and other health care facilities; for con-
struction of a new national cemetery and expansion
of two existing national cemeteries; and for improve-
ments to regional benefits offices.

Department of Health and Human Services.—This
budget requests $0.5 billion for the Department of
Health and Human Services for buildings. This includes
capital projects for the National Institutes of Health
Clinical Research Center and improved facilities for the
Indian Health Service. Both are discussed with Table
6-5 and the request for advance appropriations.

Other agencies.—The largest item in this category is
for the Postal Service ($1.4 billion in 1998). Other build-
ing acquisitions include the Research Triangle Park
consolidated facility in North Carolina for the Environ-
mental Protection Agency; the Department of State for
buildings abroad; the Department of Justice for new
prison construction and related capital projects, and a
National Laboratory Center and fire research facility
for the Bureau of Alcohol, Tobacco, and Firearms.
Funds are also requested in the Commerce Department
for new construction of a fisheries laboratory in Santa
Cruz, California, to support NOAA's environmental
stewardship mission and a new facility at the Goddard
Space Flight Center in Maryland.

Information Technology

This category covers capital purchases for information
technology and includes computer hardware, major soft-
ware, and renovations required for this equipment. This
budget includes $3.3 billion in budget authority for
1998 for major information technology.
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Table 6-4. CAPITAL ASSET ACQUISITIONS
(Budget authority in billions of dollars)

1996 1997 1998

actual proposed | proposed
MAJOR ACQUISITIONS
Buildings:

Department of Defense .........ccovvernerienrenenne 4.6 4.9 3.7
General Services Administration 13 15 17
Department of Energy ... 0.2 0.2 15
Department of Veterans Affairs ..o 0.5 0.6 0.5
Department of Health and Human Services ..... 0.4 0.5 0.5
Other agenCies ......cocvveeereereeneeneineinisneiesseesensenes 2.3 3.0 3.0
Subtotal, bUldiNgS .....covereereererereeis 9.3 10.7 10.9

Information technology:
Department of Defense
Internal Revenue Service ... . .
Other agenCies ... 11 0.9 13

Subtotal, information technology ..., 3.0 2.6 33
Other acquisitions:

Department of Defense .........ccccevevnereinninnnne 40.5 42.0 40.7
Department of Transportation ............c.cccovviens 2.2 2.3 2.2
Department of ENErgy ......ccvevveererneernerneenenne 19 1.8 2.0
Army Corps of ENgINEErs .......coovvervirennens 12 15 1.8
Other ageNCies ......coceereereirieneineiniiseiseeseieeseesnes 5.9 6.8 45
Subtotal, other acquisitions ..........c..ccvverinienes 51.7 54.4 51.2
Total, major acquISItionS 2 ..........cceeervvivcrereireninees 64.1 67.7 65.5
Sale 0f MAJOr ASSELS ..vvvvvvrvrerrerrrrieireiereesesesninne | vvvvsinnns | vvevereneas -4.2
Acquisitions in smaller accounts ............ccccverevene 0.7 0.7 0.5
Total, capital asset acquisitions3 ..........ccccveveveees 64.7 68.4 61.8

*indicates $50 million or less.

1 0Obligations.

2Includes accounts with acquisitions of $50 million or more in one year.

3This total is derived from the direct Federal major public physical investment budget authority on
Table 6-3 ($61.9 billion for 1998). Table 6-4 excludes an estimate of spending for assets not owned
by the Federal Government ($2.5 billion for 1998), and includes obligations for the General Services
Administration ($2.5 billion in 1998).

Department of Defense.—The budget requests $1.4 bil-
lion for 1998 for the Department of Defense for informa-
tion technology capital purchases. These funds will be
used to purchase hardware and software to support
worldwide communications to bases and deployed
forces, improve information security for critical com-
puter systems, replace obsolete equipment, and improve
the information processing capabilities for the depart-
ment. Virtually every function within the Department,
including logistics, communications, command and con-
trol, intelligence, acquisition management, finance, per-
sonnel, health, and environmental security will be sup-
ported by these information technology investments.

Internal Revenue Service (IRS) Information Tech-
nology Investments.—The budget requests $0.6 billion
in budget authority for 1998 for information technology
investments in 1999. These efforts and proposed ad-
vance appropriations for 1999 will ensure that future
capital investments by the IRS will improve customer
service by providing alternative means of filing returns
and paying taxes, improve telephone service for tax-
payers; and give employees immediate access to com-
plete information and modern tools to do their jobs.
These investments are also discussed in the text that
accompanies Table 6-5, which displays advance appro-
priations for capital acquisitions.

Other agencies.—Other major information technology
purchases include funds to support science and space
activities for NASA; to support law enforcement activi-
ties in the Department of Justice; to support the deliv-
ery of veterans health care services and improve the
processing of veterans benefits claims, and for the Gen-
eral Services Administration. Also included are funds
to support modernization of the National Weather Serv-
ice in the Department of Commerce. This is discussed
in the text accompanying Table 6-5.

Other Acquisitions

This category includes facilities and major equipment
not included above. The budget requests $51.2 billion
for 1998 for the acquisitions included in this capital
assets category. Most of this is for defense procurement
of weapons.

Department of Defense.—The budget requests $40.7
billion for 1998 to procure or modify weapons systems
and related support equipment. This includes tactical
fighter aircraft, airlift aircraft, naval vessels, tanks, hel-
icopters, missiles, and vehicles.

Department of Transportation.—The budget requests
$2.2 billion for the Department of Transportation,
which includes funds to modernize the air traffic control
system and funds for the Coast Guard to acquire ves-
sels and modernize shore facilities. Requests for ad-
vance appropriations for the air traffic control system
in the Federal Aviation Administration are discussed
with Table 6-5.

Department of Energy.—This budget includes $2.0
billion for major facilities and equipment. These are
largely for general science and research activities, envi-
ronmental restoration, weapons activities, nuclear and
non-nuclear energy activities, and the Bonneville Power
Administration. This budget requests full upfront fund-
ing for many of these projects. These data are shown
in Table 6-5 and described in the accompanying text.

Army Corps of Engineers.—The budget requests $1.8
billion for 1998 for capital assets for the Army Corps
of Engineers. These funds finance construction, reha-
bilitation, and related activity for water resources de-
velopment projects that provide navigation, flood con-
trol, water supply, hydroelectric, and other benefits.
Table 6-5 identifies the amounts of upfront funding
and advance appropriations requested for these pro-
grams and the accompanying text discusses these ac-
tivities.

Other agencies.—The largest item in this category is
equipment for the Postal Service ($1.1 billion in 1998).
Other major acquisitions in this category are for the
Tennessee Valley Authority for dams, locks, and other
facilities; the purchase of vehicles by the General Serv-
ices Administration, and medical equipment to support
the delivery of veterans health care.

Full Funding of Major Projects

This budget proposes full funding for new capital
projects and for many projects formerly funded incre-
mentally.



6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

115

The importance of full funding was discussed earlier
in this Part and is also explained in the “Principles
of Budgeting for Capital Asset Acquisitions,” which ap-
pears as an Appendix to this Part. This budget proposes
to use this principle more consistently than in past
years. Table 6-5 shows spending for capital projects
proposed for full funding in this budget that might
have been funded in increments in the past. This budg-
et requests $7.7 billion in budget authority for 1998
and $14.4 billion in advance appropriations for
1999-2003, for a total request of $22.1 billion for these
projects for these years.

Army Corps of Engineers

This budget requests $380 million in 1998 to fully
fund upfront new projects and $228 million for 1998
and $575 million for 1999-2002 to fully fund ongoing
projects that can be completed in 2002 or earlier. These
funds finance construction, rehabilitation, and related
activity for water resources development projects that
provide navigation, flood control, water supply, hydro-
electric, and other benefits.

Department of Commerce

This budget requests $503 million for 1998 and
$2,332 million in advance appropriations for 1999-2003
for capital asset acquisitions in the National Oceanic
and Atmospheric Administration (NOAA). These acqui-
sitions support the largest modernization in the history
of the National Weather Service. The modernization
is well underway and demonstrating improvements in
weather forecasts and warnings that lead to lives and
property saved. The budget supports this multi-year
effort to develop and deploy advanced technology, in-
cluding advanced radar equipment, other ground ob-
serving systems, and geostationary and polar-orbiting
satellites that will greatly improve the timeliness and
accuracy of severe weather and flood warnings while
reducing staffing requirements. The total request of
$3,989 million in budget authority for 1998-2010 will
complete the systems acquisition related to the mod-
ernization of the National Weather Service, procure the
current and follow-on geostationary satellite series, the
current polar orbiting satellite system, and several con-
struction projects including construction of a new fish-
eries laboratory and science center.

Department of Energy

This budget proposes full upfront funding of $2.3 bil-
lion in budget authority for 1998 for major asset acqui-
sitions for defense, science, and energy activities in the
Department of Energy.

Defense.—This budget requests $2.2 billion to com-
plete useful segments of all new and ongoing construc-
tion projects supporting national security programs in
the Department of Energy.

Weapons activities.—Funds are requested for
twenty two projects that support the nuclear weap-
ons activities mission. The largest project is the
National Ignition Facility (NIF), which will be used

to perform experiments, including inertial confine-
ment fusion experiments, at high pressures and
temperatures. The budget requests $876 million to
complete NIF, which will be located at the Law-
rence Livermore National Laboratory. Other major
projects include the Dual Axis Radiographic Hydro-
dynamic Facility at the Los Alamos National Lab-
oratory, the Contained Firing Facility Addition at
the Lawrence Livermore National Laboratory, the
Chemical and Materials Laboratory Upgrade at Los
Alamos National Laboratory and infrastructure im-
provement projects at several facilities.

Environmental management—Funds are re-
quested for twenty-five projects that support the
defense environmental management mission. Waste
management projects include improvements to haz-
ardous/radioactive tank farm systems at the Savan-
nah River and Hanford sites, landfill construction
at Oak Ridge, construction of the initial tank re-
trieval system for high level waste at the Hanford
site, a new hazardous waste treatment and process-
ing facility at the Pantex Plant and a decontamina-
tion and waste treatment facility at Lawrence
Livermore National Laboratory. In the nuclear ma-
terial and facility stabilization program, projects in-
clude spent nuclear fuel dry storage at Idaho Na-
tional Engineering Laboratory, a plutonium sta-
bilization system for the Hanford Site, an actinide
packaging and storage facility at Savannah River,
a spent nuclear fuel canister storage and stabiliza-
tion facility at Hanford, and utility system up-
grades at Idaho.

Naval reactors development.—Funds are re-
quested for four small projects to upgrade infra-
structure at the Department of Energy’s Bettis and
Knolls laboratories in support of naval reactors de-
velopment.

Science Assets Acquisition (High-Energy and Nuclear
Physics).—This budget requests $127 million for five
projects that support the general science mission. Com-
pletion of two new accelerator facilities, the Relativistic
Heavy lon Collider at Brookhaven National Laboratory
and the Main Injector at Fermi National Laboratory
(Fermilab), will provide significant new capabilities for
exploring the physics of nuclear and sub-nuclear mat-
ter. Two small projects provide for engineering and
prototyping neutrino and colliding beam experiments
at Fermilab. The final project will replace 30-year old
switching gear at the Stanford Linear Accelerator Cen-
ter's master substation.

Energy Assets Acquisition.—This budget requests $42
million in 1998 for seventeen research and infrastruc-
ture projects that support the energy mission. Eleven
projects rectify environment, safety, and health hazards
or renovate or replace inefficient general purpose facili-
ties at Oak Ridge, Argonne, Lawrence, Berkeley, and
Brookhaven National Laboratories. Three projects add
energy research capabilities at the Combustion Re-
search Facility (Sandia National Laboratories, Liver-
more), National Renewable Energy Laboratory, and Los
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Table 6-5. PROPOSED SPENDING TO FULLY FUND SELECTED CAPITAL ASSET ACQUISITIONS

(Budget authority in millions of dollars)

Advance appropriations

Regular
appro- Sum
praves | 1999 2000 2001 2002 2003 1999-
2003
ARMY CORPS OF ENGINEERS
Construction:
Projects with full UPfrONt FUNAING L ..o s 380 | covvere | e | e | v | s | e,
Projects with advance appropridfions 2 ..........ccveereereeeeiereeneisee et 228 277 177 89 K72 575
Subtotal, Army COrpS 0f ENGINEETS ......vuuivuiiriirieieireineieiesie ittt sttt 608 277 177 89 32| s 575
DEPARTMENT OF COMMERCE
National Oceanic and Atmospheric Administration: Capital Assets Acquisition: 3
Projects with advance appropridtionS 2 ............ccvuieiimiiieree bbb 503 724 551 480 375 202 | 2,332
DEPARTMENT OF ENERGY
National Defense Assets Acquisition: Projects with full upfront funding® ..........cccoevererenrrensnennsenessennens 2,166 | coovverees | e | v | e | s | e
Science Assets Acquisition: Projects with full upfront fundingl ... 127 | v | e | e | s | i |
Energy Assets Acquisition: Projects with full upfront funding® .........ccoovimiieinnseeee s A2 | e | e | v | e | e | v
Subtotal, DEPArMENLt Of ENEIGY .....c..veurviirrrieiririeissiieiisesisee sttt 2,335 | e | e | v | v | s | e,
DEPARTMENT OF HEALTH AND HUMAN SERVICES
National Institutes of Health: Projects with advance appropriationS?2 ...........cocvmeeinrecrnrneeneesesneesseenens 90 90 40 | e | e [ e 130
Indian Health Service: Projects with advance appropriationS 2 .........ccccviermneneieieeeeneieeiseiseissississiseen 39 39 BL | s | e | e 70
Subtotal, Department of Health and HUMAN SEIVICES ........ccviuririniiniinininisesieieseee e 129 129 TL | e | e | e 200
DEPARTMENT OF THE INTERIOR
Bureau of Reclamation: Water and Related Resources:
Projects with full upfront funding 17 | i | v | | i | i | i
Projects with advance approPriationNS 2 ............ccvurieeriirireieresess bbb 6 11 (< T 1 21
Subtotal, Bureau of RECIAMALION ... 23 11 [T I I 21
National Park Service: Projects with advance appropriations: 2
CONSITUCHON +..vovcevaveseeseeeses st 52 48 35 20 31 26 160
Everglades RESLOration FUNG ..ottt 100 100 100 100 | v | e 300
Subtotal, National Park SEIVICE ... 152 148 135 120 31 26 460
Subtotal, Department 0f the INTEHOT ..o 175 159 144 120 32 26 481
DEPARTMENT OF JUSTICE
Federal Bureau of Investigation: Salaries and expenses: Projects with advance appropriations? .............. 84 A8 | e | e | e | e 48
DEPARTMENT OF TRANSPORTATION
Federal Aviation Administration: Facilities and Equipment: 3
Projects with advance appropridfionS 2 ..........cceererreeeeieree st 679 675 724 424 206 118 | 2,147
DEPARTMENT OF THE TREASURY
Internal Revenue Service: Information Technology Investments: Projects with advance appropriations 2 500 500 | covvrens | e | e | e 500
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION
Human Space Flight: Projects with advance appropriations: 2 International Space Station ..........ccccccveveneenee 2121 | 2109 | 1,915 | 1,597 | 1,147 | ... 6,768
Science, Aeronautics, and Technology: Projects with advance appropriations: 2
Space Infrared Telescope Facility (SIRTF) ..o 81 135 130 117 408
Stratospheric Observatory for Infrared Astronomy (SOFIA) 46 57 49 32 138
X=33 Experimental LAUNCh VENICIE .......oviiriiieieiccciee sttt 330 314 75 | e 389
Subtotal, science, aeronautics, and tECANOIOGY ........cccrruierieriiriiniininiee e 457 505 254 150 26 | e 934
Mission Support: Projects with advance appropriations: 2 Tracking and Data Relay Satellite (TDRS)—H, |,
R 158 120 58 70 98 53 399
SUDLOTAl, NASA ..ot 2,736 | 2,735 | 2226 | 1,817 | 1,271 53 | 8101
TOTAL oottt 7,749 | 5247 | 3893 | 2930 | 1916 399 | 14,384

1Budget authority to complete the project is requested in the budget year.
2Budget authority to complete the project is requested partly in the budget year and partly in future years in advance appropriations.
3This budget requests advance appropriations for years beyond 2003 for these programs.
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Alamos National Laboratory. In addition, three waste-
related projects are included: a low-level waste handling
project at Oak Ridge National Laboratory, a spent nu-
clear fuels project at Idaho National Engineering Lab-
oratory, and a facility for depleted uranium storage at
K-25 in Oak Ridge.

Department of Health and Human Services

This budget requests advance appropriations for
three construction projects in the Department of Health
and Human Services. The first project, the Clinical Re-
search Center of the National Institutes of Health
(NIH), is an advanced clinical research facility that will
house laboratories and hospital beds under one roof.
This will allow the continuation of the best possible
clinical research at NIH. Congress enacted an initial
$90 million for the Clinical Research Center in 1997,
and this budget requests budget authority of $90 mil-
lion for 1998 and advance appropriations for the re-
maining $130 million for 1999 and 2000.

This budget also requests $39 million in appropria-
tions for 1998 and $70 million in advance appropria-
tions over the two years 1999-2000 for construction
of two Indian Health Service facilities, both of which
will replace antiquated hospitals currently in use. The
funds will finance a proposed new hospital to serve
the Fort Defiance area of the Navajo reservation in
Arizona and a new ambulatory care center to serve
the Hopi reservation, also in Arizona.

Department of the Interior

This budget requests $175 million in 1998 budget
authority and $481 million in advance appropriations
for 1999-2003 to fully fund projects in the Bureau of
Reclamation and the National Park Service.

Bureau of Reclamation.—This budget requests $23
million in regular appropriations for 1998 for the Bu-
reau of Reclamation and $21 million over the years
1999-2001 in advance appropriations to fully fund five
water resources projects. These funds will finance the
modification of an existing dam to meet current safety
criteria, river front and levee work to reduce flood dam-
ages, and drainwater reuse facilities to improve aquifer
water quality.

National Park Service.—The National Park Service
needs to build or restore its buildings and other struc-
tures over the next few years. Funding stability is par-
ticularly needed for the National Park Service (NPS)
to restore the Elwha River in Olympic National Park,
Washington, by acquiring and removing two dams. Be-
fore NPS can acquire the dams, the Secretary of the
Interior must determine that funds to complete restora-
tion are available. In addition to $8 million already
appropriated and $25 million requested in regular ap-
propriations for 1998, advance appropriations of $78
million after 1998 would fully fund the $111 million
project and provide the funding stability needed for
the Secretary to determine that funds are available.
Advance appropriations are also requested for seven
other parks that have an ongoing project requiring out-

year funding: Sequoia National Park ($16 million);
Independence National Historical Park ($11 million);
Lincoln and Jefferson Memorials ($9 million); Washing-
ton Monument ($2 million); Riis Park in Gateway Na-
tional Recreation Area ($5.5 million); Minuteman Na-
tional Historical Park ($1.2 million); and Everglades
National Park ($31.5 million starting in 2002). For 1998
the budget requests $27 million in regular appropria-
tions for these projects.

This budget proposes a specific fund to provide a
steady source of funding for land acquisition and relat-
ed activities furthering Everglades restoration, includ-
ing a critical water management project to modify the
flow of water into Everglades National Park. This budg-
et requests regular appropriations of $100 million for
1998 and advance appropriations of $100 million annu-
ally through 2001, of which $59.2 million would be used
for the Everglades Modified Water Delivery project. An
additional $16 million in 2002 and $15.5 million in
2003 in advance appropriations are included in the Na-
tional Park Service construction account to complete
funding for the $91 million project.

Department of Justice

This budget requests $84 million in budget authority
for 1998 and $48 million in advance appropriations for
1999 to complete automation of the FBI fingerprint sys-
tem.

Department of Transportation

Federal Aviation Administration.—This Budget re-
quests $679 million in 1998 and an additional $2.1
billion for 1999-2003, with additional requests through
2005, for 13 multi-year capital projects to improve and
modernize the FAA's air traffic control, communica-
tions, and aviation weather information systems. These
projects are: Aviation Weather Services Improvements,
Terminal Digital Radar, Terminal Automation (STARS),
Wide Area Augmentation System for GPS, Display Sys-
tem Replacement, Weather and Radar Processor, Voice
Switching and Control System, Tower Automation Pro-
gram, Oceanic Automation System, Aeronautical Data
Link, Operational and Supportability Implementation
System (OASIS), Northern California TRACON, and
Alaskan NAS Interfacility Communications System.

Department of the Treasury

Internal Revenue Service.—This budget requests $500
million in budget authority for 1998 and $500 million
in advance appropriations for 1999 to finance informa-
tion technology investments beginning in 1999. During
1997 and 1998, the IRS and the Treasury Department
are significantly modifying the business plans for mod-
ernizing the IRS tax administration and systems by
focusing on reengineering work processes and exploring
private sector technology opportunities. These efforts
will ensure that future capital investments by the IRS
will improve customer service by providing alternative
means of filing returns and paying taxes, improve tele-
phone service for taxpayers; and give employees imme-
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diate access to complete information and modern tools
to do their jobs.

National Aeronautics and Space Administration
(NASA)

This budget requests $2.7 billion in budget authority
for 1998 and $8.1 billion in advance appropriations over
the years 1999-2003 to fully fund capital asset acquisi-
tions and related project costs in NASA.

Human Space Flight (International Space Station).—
This budget requests $2.1 billion in 1998 and $6.8 bil-
lion in advance appropriations over the years
1999-2002 to fully fund the remaining costs of the In-
ternational Space Station. This will be an international
laboratory in low earth orbit on which American, Rus-
sian, Canadian, European, and Japanese astronauts
will conduct unique scientific and technological inves-
tigations in a microgravity environment. During 1993
the program underwent a major redesign to reduce pro-
gram costs. The first launch to begin construction of
the Station is scheduled for late 1997 and final assem-
bly by 2002. Advance appropriations will enable NASA
to complete the program as promised, on schedule, and
within the $2.1 billion annual and $17.4 billion total
program constraints. Congress has already appro-
priated $8.5 billion through 1997.

Science, Aeronautics, and Technology.—This budget
requests $457 million in budget authority for 1998 and
$934 million in advance appropriations over the years
1999-2002 to fully fund its activities.

Space Infrared Telescope Facility (SIRTF).—
SIRTF is the last of four major space observatories
being built by NASA. It has been the highest prior-
ity new mission in astrophysics for many years and
will conduct infrared astronomy from space. The
project will provide major improvements in sen-
sitivity over previous infrared missions and will
enable observations of previously hidden portions
of the universe. SIRTF is presently planning for
launch in 2002, and is expected to have a 2.5-
year lifetime. The Administration is requesting
$489 million from 1998 through 2002 to build and
launch the telescope.

Stratospheric Observatory for Infrared Astron-
omy (SOFIA).—SOFIA will fly in the Earth’s strato-
sphere, between 41,000 and 45,000 feet, carrying
a 98-inch (2.5 meter) telescope to view objects in
the universe in the infrared region of the electro-
magnetic spectrum. At this altitude, in the clear,
dry environment on the very edge of space, SOFIA
will enable scientists to study radiant heat patterns
from stars, planets and other celestial sources.
With up to 160 flights annually and operational
lifetime in excess of 20 years, SOFIA will be able
to conduct a wide array of scientific investigations
and provide hands-on, real-world educational op-
portunities for an anticipated 500 teachers and stu-
dents. Total development cost will be $235 million,
with $51 million already appropriated and the re-
maining $184 million being sought for 1998
through 2001. The first flight is expected in 2001.

X-33 Experimental Launch Vehicle—The X-33
is a half-scale experimental launch vehicle that is
intended to pave the way for a full scale reusable
launch vehicle after the turn of the century. Such
a vehicle could dramatically reduce the cost of put-
ting payloads into space. The X-33 is scheduled
to make as many as fifteen flights during a 10-
month period, beginning in March 1999. It will fly
up to 15 times the speed of sound at altitudes
approaching 50 miles. Total project cost for develop-
ment and flight tests is $1,076 million. Congress
appropriated $357 million through 1997 and the
Administration is requesting $719 million for the
remaining funds for 1998 through 2000.

Mission Support.—The Tracking and Data Relay Sat-
ellite (TDRS) (H, I, J). system is a constellation of geo-
synchronous satellites that primarily provides NASA's
communications needs between its spacecrafts in low-
earth orbit and associated ground controllers. TDRS
satellites H, 1 and J will replace satellites currently
in orbit starting in 1999. Total cost for the development
of the three spacecrafts and the associated launch serv-
ices is $937 million. Congress has appropriated $380
million through 1997 and the Administration is re-
questing the remaining $557 million from 1998 through
2003 in regular and advance appropriations.
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Appendix to Part 1I: PRINCIPLES OF BUDGETING FOR CAPITAL ASSET ACQUISITIONS

Introduction and Summary

The Administration plans to use the following prin-
ciples in budgeting for capital asset acquisitions. These
principles address planning, costs and benefits, financ-
ing, and risk management requirements that should
be satisfied before a proposal for the acquisition of cap-
ital assets can be included in the Administration’s
budget. A Glossary describes key terms. A “Capital Pro-
gramming Guide” is being developed that will provide
detailed information on future planning and acquisition
of capital assets.

The principles are organized in the following four
sections:

A. Planning. This section focuses on the need to en-
sure that capital assets support core/priority missions
of the agency; the assets have demonstrated a projected
return on investment that is clearly equal to or better
than alternative uses of available public resources; the
risk associated with the assets is understood and man-
aged at all stages; and the acquisition is implemented
in phased, successive segments, unless it can be dem-
onstrated there are significant economies of scale at
acceptable risk from funding more than one segment
or there are multiple units that need to be acquired
at the same time.

B. Costs and Benefits. This section emphasizes that
the asset should be justified primarily by benefit-cost
analysis, including life-cycle costs; that all costs are
understood in advance; and that cost, schedule, and
performance goals are identified that can be measured
using an earned value management system or similar
system.

C. Principles of Financing. This section stresses that
useful segments are to be fully funded with regular
or advance appropriations or both, enforced by a pro-
posed new Budget Enforcement Act scorekeeping rule;
that as a general rule, planning segments should be
financed separately from procurement of the asset; and
that agencies are encouraged to aggregate assets in
capital acquisition accounts and take other steps to ac-
commodate lumpiness or “spikes” in funding for justi-
fied acquisitions.

D. Risk Management. This section is to help ensure
that risk is analyzed and managed carefully in the ac-
quisition of the asset. Strategies can include separate
accounts for capital asset acquisitions, the use of appor-
tionment to encourage sound management, and the se-
lection of efficient types of contracts and pricing mecha-
nisms in order to allocate risk appropriately between
the contractor and the Government. In addition cost,
schedule, and performance goals are to be controlled
and monitored by using an earned value management
system or a similar system; and if progress toward
these goals is not met there is a formal review process
to evaluate whether the acquisition should continue or
be terminated.

A Glossary defines key terms, including capital as-
sets. As defined here, capital assets are land, struc-

tures, equipment, and intellectual property (including
software) that are used by the Federal Government,
including weapon systems. Not included are grants to
States or others for their acquisition of capital assets.

A. Planning

Investments in major capital assets proposed for
funding in the Administration’s budget should:

1. support core/priority mission functions that need
to be performed by the Federal Government;

2. be undertaken by the requesting agency because
no alternative private sector or governmental
source can support the function more efficiently;

3. support work processes that have been sim-
plified or otherwise redesigned to reduce costs,
improve effectiveness, and make maximum use
of commercial, off-the-shelf technology;

4. demonstrate a projected return on the invest-
ment that is clearly equal to or better than al-
ternative uses of available public resources. Re-
turn may include: improved mission perform-
ance in accordance with measures developed
pursuant to the Government Performance and
Results Act; reduced cost; increased quality,
speed, or flexibility; and increased customer and
employee satisfaction. Return should be adjusted
for such risk factors as the project's technical
complexity, the agency's management capacity,
the likelihood of cost overruns, and the con-
sequences of under- or non-performance.

5. for information technology investments, be con-
sistent with Federal, agency, and bureau infor-
mation architectures which: integrate agency
work processes and information flows with tech-
nology to achieve the agency’s strategic goals;
reflect the agency’s technology vision and year
2000 compliance plan; and specify standards
that enable information exchange and resource
sharing, while retaining flexibility in the choice
of suppliers and in the design of local work proc-
€sSEs;

6. reduce risk by: avoiding or isolating custom-de-
signed components to minimize the potential ad-
verse consequences on the overall project; using
fully tested pilots, simulations, or prototype im-
plementations when necessary before going to
production; establishing clear measures and ac-
countability for project progress; and, securing
substantial involvement and buy-in throughout
the project from the program officials who will
use the system;
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7. be implemented in phased, successive segments
as narrow in scope and brief in duration as prac-
ticable, each of which solves a specific part of an
overall mission problem and delivers a measur-
able net benefit independent of future segments,
unless it can be demonstrated that there are sig-
nificant economies of scale at acceptable risk
from funding more than one segment or there
are multiple units that need to be acquired at
the same time; and

8. employ an acquisition strategy that appro-
priately allocates risk between the Government
and the contractor, effectively uses competition,
ties contract payments to accomplishments, and
takes maximum advantage of commercial tech-
nology.

Prototypes require the same justification as other
capital assets.

As a general presumption, OMB will recommend new
or continued funding only for those capital asset invest-
ments that satisfy these criteria. Funding for those
projects will be recommended on a phased basis by
segment, unless it can be demonstrated that there are
significant economies of scale at acceptable risk from
funding more than one segment or there are multiple
units that need to be acquired at the same time. (For
more information, see the discussion of “economically
and programmatically separable segments,” in OMB
Circular A-11, Part 3, “Planning, Budgeting and Acqui-
sition of Fixed Assets,” July 1996, and the Glossary
entry, “capital project and useful segments of a capital
project.”)

OMB recognizes that many agencies are in the mid-
dle of ongoing projects, and they may not be able imme-
diately to satisfy the criteria. For those projects that
do not satisfy the criteria, OMB will consider requests
to use 1997 and 1998 funds to finance additional plan-
ning, as necessary, to support the establishment of real-
istic cost, schedule, and performance goals for the com-
pletion of the project. This planning could include: the
redesign of work processes, the evaluation of alternative
solutions, the development of information system archi-
tectures, and, if necessary, the purchase and evaluation
of prototypes. Realistic goals are necessary for agency
portfolio analysis to determine the viability of the
project, to provide the basis for fully funding the project
to completion, and setting the baseline for management
accountability to deliver the project within goals.

Because OMB considers this information essential to
agencies’ long-term success, OMB will use this informa-
tion both in preparing the Administration’s budget and,
in conjunction with cost, schedule, and performance
data, as apportionments are made. Agencies are encour-
aged to work with their OMB representative to arrive
at a mutually satisfactory process, format, and time-
table for providing the requested information.

B. Costs and Benefits

The justification of the project should evaluate and
discuss the extent to which the project meets the above
criteria and should also include:

1. an analysis of the project’s total life-cycle costs
and benefits, including the total budget author-
ity required for the asset, consistent with poli-
cies described in OMB Circular A-94: “Guide-
lines and Discount Rates for Benefit-Cost Analy-
sis of Federal Programs” (October 1992);

2. an analysis of the risk of the project including
how risks will be isolated, minimized, mon-
itored, and controlled, and, for major programs,
an evaluation and estimate by the Chief Finan-
cial Officer of the probability of achieving the
proposed goals;

3. if, after the planning phase, the procurement is
proposed for funding in segments, an analysis
showing that the proposed segment is economi-
cally and programmatically justified—that is, it
is programmatically useful if no further invest-
ments are funded, and in this application its
benefits exceed its costs; and

4. show cost, schedule, and performance goals for
the project (or the useful segment being pro-
posed) that can be measured throughout the ac-
quisition process using an earned value manage-
ment system or similar system. Earned value is
described in OMB Circular A-11, Part 3, “Plan-
ning, Budgeting and Acquisition of Fixed As-
sets,” (July 1996), Appendix 300C.

C. Principles of Financing
Principle 1: Full Funding

Budget authority sufficient to complete a useful seg-
ment of a capital project (or the entire capital project,
if it is not divisible into useful segments) must be appro-
priated before any obligations for the useful segment
(or project) may be incurred.

Enforcement: This budget proposes a new Budget
Enforcement Act scorekeeping rule to enforce this prin-
ciple. The proposed rule is the following:

“An appropriations act that provides only partial
funding for a useful segment of a capital project will
be scored for the estimated total budget authority for
the useful segment in the fiscal year in which the par-
tial funding is provided, unless the appropriation lan-
guage clearly prohibits obligations from being incurred
until complete funding for the useful segment is pro-
vided.

“A useful segment of a capital project is defined as
a component of a capital project that provides either:

« information that allows the agency to plan the
capital project, develop the design, and assess the
benefits, costs, and risks before proceeding to full
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acquisition of the useful asset (or canceling the
acquisition). This information comes from activi-
ties, or planning segments, that include but are
not limited to market research of available solu-
tions, architectural drawings, geological studies,
engineering and design studies, and prototypes.
Because of uncertainty regarding the identification
of separate planning segments for research and
development activities, the application of full fund-
ing concepts to research and development plan-
ning will need more study pending preparation
of the 1999 budget; or

» a useful asset for which the benefits exceed the
costs even if no further funding is appropriated.”

Explanation: Good budgeting requires that appro-
priations for the full costs of asset acquisition be en-
acted in advance to help ensure that all costs and bene-
fits are fully taken into account at the time decisions
are made to provide resources. Full funding with regu-
lar appropriations in the budget year also leads to
tradeoffs within the budget year with spending for
other capital assets and with spending for purposes
other than capital assets. Full funding increases the
opportunity to use performance-based fixed price con-
tracts, allows for more efficient work planning and
management of the capital project, and increases the
accountability for the achievement of the baseline goals.

When full funding is not followed and capital projects
or useful segments are funded in increments, without
certainty if or when future funding will be available,
the result is sometimes poor planning, acquisition of
assets not fully justified, higher acquisition costs, can-
cellation of major projects, the loss of sunk costs, or
inadequate funding to maintain and operate the assets.

Principle 2: Regular and Advance Appropriations

Regular appropriations for the full funding of a cap-
ital project or a useful segment of a capital project in
the budget year are preferred. If this results in spikes
that, in the judgment of OMB, cannot be accommodated
by the agency or the Congress, a combination of regular
and advance appropriations that together provide full
funding for a capital project or a useful segment should
be proposed in the budget.

Explanation: Principle 1 (Full Funding) is met as
long as a combination of regular and advance appro-
priations provide budget authority sufficient to com-
plete the capital project or useful segment. Full funding
in the budget year with regular appropriations alone
is preferred because it leads to tradeoffs within the
budget year with spending for other capital assets and
with spending for purposes other than capital assets.
In contrast, full funding for a capital project over sev-
eral years with regular appropriations for the first year
and advance appropriations for subsequent years may
bias tradeoffs in the budget year in favor of the pro-
posed asset because with advance appropriations the
full cost of the asset is not included in the budget
year. Advance appropriations, because they are scored

in the year they become available for obligation, may
constrain the budget authority and outlays available
for regular appropriations of that year.

If, however, the lumpiness caused by regular appro-
priations cannot be accommodated within an agency
or Appropriations Subcommittee, advance appropria-
tions can ameliorate that problem while still providing
that all of the budget authority is enacted in advance
for the capital project or useful segment. The latter
helps ensure that agencies develop appropriate plans
and budgets and that all costs and benefits are identi-
fied prior to providing resources. In addition, amounts
of advance appropriations can be matched to funding
requirements for completing natural components of the
useful segment. Advance appropriations have the same
benefits as regular appropriations for improved plan-
ning, management, and accountability of the project.

Principle 3: Separate Funding of Planning Seg-
ments

As a general rule, planning segments of a capital
project should be financed separately from the procure-
ment of a useful asset.

Explanation: The agency must have information
that allows it to plan the capital project, develop the
design, and assess the benefits, costs, and risks before
proceeding to procurement of the useful asset. This is
especially important for high risk acquisitions. This in-
formation comes from activities, or planning segments,
that include but are not limited to market research
of available solutions, architectural drawings, geological
studies, engineering and design studies, and prototypes.
The construction of a prototype that is a capital asset,
because of its cost and risk, should be justified and
planned as carefully as the project itself. The process
of gathering information for a capital project may con-
sist of one or more planning segments, depending on
the nature of the asset. Funding these segments sepa-
rately will help ensure that the necessary information
is available to establish cost, schedule, and performance
goals before proceeding to procurement.

If budget authority for planning segments and pro-
curement of the useful asset are enacted together, OMB
may wish to apportion budget authority for one or sev-
eral planning segments separately from procurement
of the useful asset.

Principle 4: Accommodation of Lumpiness or
“Spikes” and Separate Capital Acquisition Ac-
counts

To accommodate lumpiness or “spikes” in funding jus-
tified capital acquisitions, agencies, working with OMB,
are encouraged to aggregate financing for capital asset
acquisitions in one or several separate capital acquisi-
tion budget accounts within the agency, to the extent
possible within the agency’s total budget request.

Explanation: Large, temporary, year-to-year in-
creases in budget authority, sometimes called lumps
or spikes, may create a bias against the acquisition
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of justified capital assets. Agencies, working with OMB,
should seek ways to avoid this bias and accommodate
such spikes for justified acquisitions. Aggregation of
capital acquisitions in separate accounts may:

* reduce spikes within an agency or bureau by pro-
viding roughly the same level of spending for
acquisitions each year;

* help to identify the source of spikes and to explain
them. Capital acquisitions are more lumpy than
operating expenses; and with a capital acquisition
account, it can be seen that an increase in operat-
ing expenses is not being hidden and attributed
to one-time asset purchases;

* reduce the pressure for capital spikes to crowd
out operating expenses; and

» improve justification and make proposals easier
to evaluate, since capital acquisitions are gen-
erally analyzed in a different manner than operat-
ing expenses (e.g., capital acquisitions have a
longer time horizon of benefits and life-cycle
costs).

D. Risk Management

Risk management should be central to the planning,
budgeting, and acquisition process. Failure to analyze
and manage the inherent risk in all capital asset acqui-
sitions may contribute to cost overruns, schedule short-
falls, and acquisitions that fail to perform as expected.
For each major capital project a risk analysis that in-
cludes how risks will be isolated, minimized, monitored,
and controlled may help prevent these problems.

The project cost, schedule and performance goals es-
tablished through the planning phase of the project
are the basis for approval to procure the asset and
the basis for assessing risk. During the procurement
phase performance-based management systems (earned
value or similar system) must be used to provide con-
tractor and Government management visibility on the
achievement of, or deviation from, goals until the asset
is accepted and operational. If goals are not being met,
performance-based management systems allow for early
identification of problems, potential corrective actions,
and changes to the original goals needed to complete
the project and necessary for agency portfolio analysis
decisions. These systems also allow for Administration
decisions to recommend meaningful modifications for
increased funding to the Congress, or termination of
the project, based on its revised expected return on
investment in comparison to alternative uses of the
funds. Agencies must ensure that the necessary acquisi-
tion strategies are implemented to reduce the risk of
cost escalation and the risk of failure to achieve sched-
ule and performance goals. These strategies may in-
clude:

1. having budget authority appropriated in sepa-
rate capital asset acquisition accounts;

2. apportioning budget authority for a useful seg-
ment;

3. establishing thresholds for cost, schedule, and
performance goals of the acquisition, including
return on investment, which if not met may re-
sult in cancellation of the acquisition;

4. selecting types of contracts and pricing mecha-
nisms that are efficient and that provide incen-
tives to contractors in order to allocate risk ap-
propriately between the contractor and the Gov-
ernment;

5. monitoring cost, schedule, and performance
goals for the project (or the useful segment
being proposed) using an earned value manage-
ment system or similar system. Earned value is
described in OMB Circular A-11, Part 3, “Plan-
ning, Budgeting and Acquisition of Fixed Assets”
(July 1996), Appendix 300C; and

6. if progress is not within 90 percent of goals, or if
new information is available that would indicate
a greater return on investment from alternative
uses of funds, institute senior management re-
view of the project through portfolio analysis to
determine the continued viability of the project
with modifications, or the termination of the
project, and the start of exploration for alter-
native solutions if it is necessary to fill a gap in
agency strategic goals and objectives.

E. Glossary

Appropriations

An appropriation provides budget authority that per-
mits Government officials to incur obligations that re-
sult in immediate or future outlays of Government
funds.

Regular annual appropriations: These appropria-
tions are:
» enacted normally in the current year;
 scored entirely in the budget year; and
» available for obligation in the budget year and
subsequent years if specified in the language. (See
“Availability,” below.)

Advance appropriations: Advance appropriations
may be accompanied by regular annual appropriations
to provide funds available for obligation in the budget
year as well as subsequent years. Advance appropria-
tions are:

» enacted normally in the current year;

» scored after the budget year (e.g., in each of one,
two, or more later years, depending on the lan-
guage); and

 available for obligation in the year scored and sub-
sequent years if specified in the language. (See
“Availability,” below.)

Availability: Appropriations made in appropriations
acts are available for obligation only in the budget year
unless the language specifies that an appropriation is
available for a longer period. If the language specifies
that the funds are to remain available until the end



6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

123

of a certain year beyond the budget year, the availabil-
ity is said to be “multi-year.” If the language specifies
that the funds are to remain available until expended,
the availability is said to be “no-year.” Appropriations
for major procurements and construction projects are
typically made available for multiple years or until ex-
pended.

Capital Assets

Capital assets are land, structures, equipment, and
intellectual property (including software) that are used
by the Federal Government and have an estimated use-
ful life of two years or more. Capital assets exclude
items acquired for resale in the ordinary course of oper-
ations or held for the purpose of physical consumption
such as operating materials and supplies. The cost of
a capital asset includes both its purchase price and
all other costs incurred to bring it to a form and loca-
tion suitable for its intended use.

Capital assets may be acquired in different ways:
through purchase, construction, or manufacture;
through a lease-purchase or other capital lease, regard-
less of whether title has passed to the Federal Govern-
ment; through an operating lease for an asset with
an estimated useful life of two years or more; or
through exchange. Capital assets include leasehold im-
provements and land rights; assets owned by the Fed-
eral Government but located in a foreign country or
held by others (such as Federal contractors, state and
local governments, or colleges and universities); and
assets whose ownership is shared by the Federal Gov-
ernment with other entities. Capital assets include not
only the assets as initially acquired but also additions;
improvements; replacements; rearrangements and re-
installations; and major repairs but not ordinary re-
pairs and maintenance.

Examples of capital assets include the following, but
are not limited to them:

« office buildings, hospitals, laboratories, schools,
and prisons;

» dams, power plants, and water resources projects;

 furniture, elevators, and printing presses;

» motor vehicles, airplanes, and ships;

 satellites and space exploration equipment;

 information technology hardware and software;
and

» Department of Defense weapons systems.

Capital assets may or may not be capitalized (i.e.,
recorded in an entity’s balance sheet) under Federal
accounting standards. Examples of capital assets not
capitalized are Department of Defense weapons sys-
tems, heritage assets, stewardship land, and some soft-
ware.

Capital assets do not include grants for acquiring
capital assets made to state and local governments or
other entities (such as National Science Foundation
grants to universities or Department of Transportation
grants to AMTRAK). Capital assets also do not include
intangible assets such as the knowledge resulting from
research and development or the human capital result-
ing from education and training, although capital assets

do include land, structures, equipment, and intellectual
property (including software) that the Federal Govern-
ment uses in research and development and education
and training.

Capital Project and Useful Segments of a Capital
Project

The total capital project, or acquisition of a capital
asset, includes useful segments that are either planning
segments or useful assets.

Planning segments: A planning segment of a capital
project provides information that allows the agency to
develop the design; assess the benefits, costs, and risks;
and establish realistic baseline cost, schedule, and per-
formance goals before proceeding to full acquisition of
the useful asset (or canceling the acquisition). This in-
formation comes from activities, or planning segments,
that include but are not limited to market research
of available solutions, architectural drawings, geological
studies, engineering and design studies, and prototypes.
The process of gathering information for a capital
project may consist of one or more planning segments,
depending on the nature of the asset. If the project
includes a prototype that is a capital asset, the proto-
type may itself be one segment or may be divisible
into more than one segment. Because of uncertainty
regarding the identification of separate planning seg-
ments for research and development activities, the ap-
plication of full funding concepts to research and devel-
opment planning will need more study pending prepa-
ration of the 1999 budget.

Useful asset: A useful asset is an economically and
programmatically separate segment of the asset pro-
curement stage of the capital project that provides an
asset for which the benefits exceed the costs, even if
no further funding is appropriated. The total capital
asset procurement may include one or more useful as-
sets, although it may not be possible to divide all pro-
curements in this way. Illustrations follow:

Illustration 1: If the construction of a building meets
the justification criteria and has benefits greater than
its costs without further investment, then the construc-
tion of that building is a “useful segment.” Excavation
is not a useful segment because no useful asset results
from the excavation alone if no further funding becomes
available. For a campus of several buildings, a useful
segment is one complete building if that building has
programmatic benefits that exceed its costs regardless
of whether the other buildings are constructed, even
though that building may not be at its maximum use.

Illustration 2: If the full acquisition is for several
items (e.g., aircraft), the useful segment would be the
number of complete aircraft required to achieve benefits
that exceed costs even if no further funding becomes
available. In contrast, some portion of several aircraft
(e.g., engines for five aircraft) would not be a useful
segment if no further funding is available, nor would
one aircraft be a useful segment if two or more are
required for benefits to exceed costs.
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Illustration 3: For information technology, a module
(the information technology equivalent of “useful seg-
ment”) is separable if it is useful in itself without subse-
guent modules. The module should be designed so that
it can be enhanced or integrated with subsequent mod-
ules if future funding becomes available.

Earned Value

Earned value refers to a performance-based manage-
ment system for establishing baseline cost, schedule,
and performance goals for a capital project and measur-
ing progress against the goals. Earned value is de-
scribed in OMB Circular A-11, Part 3, “Planning, Budg-
eting and Acquisition of Fixed Assets” (July 1996), Ap-
pendix 300C.

Funding

Full funding: Full funding means that appropria-
tions—regular appropriations or advance appropria-
tions—are enacted that are sufficient in total to com-
plete a useful segment of a capital project before any
obligations may be incurred for that segment. Full
funding for an entire capital project is required if the
project cannot be divided into more than one useful
segment. If the asset can be divided into more than
one useful segment, full funding for a project may be
desirable, but is not required to constitute full funding.

Incremental (partial) funding: Incremental (partial)
funding means that appropriations—regular appropria-
tions or advance appropriations—are enacted for just
part of a useful segment of a capital project, if the
project has useful segments, or for part of the capital
project as a whole, if it is not divisible into useful

segments. Under incremental funding for a capital
asset, which is not permitted under these principles,
the funds could be obligated to start the segment (or
project) despite the fact that they are insufficient to
complete a useful segment or project.

Risk Management

Risk management is an organized method of identify-
ing and measuring risk and developing, selecting, and
managing options for handling these risks. Before be-
ginning any procurement, managers should review and
revise as needed the acquisition plan to ensure that
risk management techniques considered in the planning
phase are still appropriate.

There are three key principles for managing risk
when procuring capital assets: (1) avoiding or limiting
the amount of development work; (2) making effective
use of competition and financial incentives; and (3) es-
tablishing a performance-based acquisition manage-
ment system that provides for accountability for pro-
gram successes and failures, such as an earned value
system or similar system.

There are several types of risk an agency should con-
sider as part of risk management. The types of risk
include:
schedule risk;
cost risk;
technical feasibility;
risk of technical obsolescence;
dependencies between a new project and other
projects or systems (e.g., closed architectures); and
» risk of creating a monopoly for future procure-

ment.
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Part 111: FEDERALLY FINANCED CAPITAL STOCKS

Federal investment spending creates a “stock” of cap-
ital that is available in the future for productive use.
Each year, Federal investment outlays add to the stock
of capital. At the same time, however, wear and tear
and obsolescence reduce it. This section presents very
rough measures over time of three different kinds of
capital stocks financed by the Federal Government:
public physical capital, research and development
(R&D), and education.

Federal spending for physical assets adds to the
Nation’s capital stock of tangible assets, such as roads,
buildings, and aircraft carriers. These assets deliver
a flow of services over their lifetime. The capital depre-
ciates as the asset is used, wears out, or becomes obso-
lete.

Federal spending for the conduct of research, develop-
ment, and education adds to an “intangible” asset, the
Nation’s stock of knowledge. Although financed by the
Federal Government, the research and development or
education can be performed by Federal or State gov-
ernment laboratories, universities and other nonprofit
organizations, or private industry. Research and devel-
opment covers a wide range of activities, from the in-
vestigation of subatomic particles to the exploration of
outer space; it can be “basic” research without particu-
lar applications in mind, or it can have a highly specific
practical use. Similarly, education includes a wide vari-
ety of programs, assisting people of all ages beginning
with pre-school education and extending through grad-
uate studies and adult education. Like physical assets,
the capital stocks of R&D and education provide serv-
ices over a number of years and depreciate as they
become outdated.

For this analysis, physical and R&D capital stocks
are estimated using the perpetual inventory method.
In this method, the estimates are based on the sum
of net investment in prior years. Each year's Federal
outlays are treated as gross investment, adding to the
capital stock; depreciation and discards reduce the cap-
ital stock. Gross investment less depreciation and dis-
cards is net investment. A limitation of the perpetual
inventory method is that investment spending is not
necessarily an accurate measure of the value of the
asset created. However, alternative methods for meas-
uring asset value, such as direct surveys of current
market worth or indirect estimation based on an ex-
pected rate of return, are difficult to apply to assets
that do not have a private market, such as highways
or weapons systems.

In contrast to physical and R&D stocks, the estimate
of the education stock is based on the replacement cost
method. Data on the total years of education of the
U.S. population are combined with data on the cost
of education and the Federal share of education spend-
ing to yield the cost of replacing the Federal share
of the Nation's stock of education.

Additional detail about the methods used to estimate
capital stocks appears in a methodological note at the

end of this section. It should be stressed that these
estimates are rough approximations, and provide a
basis only for making broad generalizations. Errors may
arise from uncertainty about the useful lives and depre-
ciation rates of different types of assets, incomplete
data for historical outlays, and imprecision in the
deflators used to express costs in constant dollars.

The Stock of Physical Capital

This section presents data on stocks of physical cap-
ital assets and estimates of the depreciation on these
assets.

Trends.—Table 6-6 shows the value of the net feder-
ally financed physical capital stock since 1960, in con-
stant fiscal year 1992 dollars.3 After rising in the
1960s, the total stock held constant through the 1970s
and began rising again in the early 1980s. The stock
reached a high of $1,497 billion in 1995 and is esti-
mated to decline slightly to $1,454 billion by 1998. In
1996, the national defense capital stock accounted for
$672 billion, or 45 percent of the total, and nondefense
stocks for $819 billion, or 55 percent of the total.

Real stocks of defense and nondefense capital show
very different trends. Nondefense stocks have grown
consistently since 1970, increasing from $366 billion
in 1970 to $819 billion in 1996. With the investments
proposed in the budget, nondefense stocks are esti-
mated to grow to $847 billion in 1998. During the
1970s, the nondefense capital stock grew at an average
annual rate of 4.5 percent. In the 1980s, however, the
growth rate slowed to just over half that rate, or 2.3
percent annually, with growth continuing at about that
rate since then.

Real national defense stocks began in 1970 at a rel-
atively high level, and declined steadily throughout the
decade, as depreciation from the Vietnam era exceeded
new investment in military construction and weapons
procurement. Starting in the early 1980s, however, a
large defense buildup began to increase the stock of
defense capital. By 1988, the defense stock had ex-
ceeded its size at the height of the Vietham War. In
the last few years, depreciation on this increased stock
and a slower pace of defense investment have begun
to reduce the stock somewhat from its recent levels.
The stock is estimated to fall from $672 billion in 1996
to $607 billion in 1998.

Another trend in the Federal physical capital stocks
is the shift from direct Federal assets to grant-financed
assets. In 1960, 49 percent of federally financed non-
defense capital was owned by the Federal Government,
and 51 percent was owned by State and local govern-
ments but financed by Federal grants. Expansion in
Federal grants for highways and other state and local
capital, coupled with relatively slow growth in direct

3Constant dollar stock estimates are expressed in chained 1992 dollars, consistent with
the revisions to the National Income and Product Accounts (NIPAs) released in January
1996.
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Table 6-6. NET STOCK OF FEDERALLY FINANCED PHYSICAL CAPITAL
(In billions of 1992 dollars)
Nondefense
Fiscal Year Total gg;g)r?:el S~ Direct Federal Capital Capital Flnan(ied by E::yderal Grants
ommunif
Five year intervals:
1960 785 581 205 101 62 39 104 68 16 12 8
1965 864 583 281 119 71 47 162 123 19 11 10
1970 963 597 366 131 80 52 235 178 28 12 16
1975 959 513 446 143 89 54 303 212 49 23 19
1980 1,007 440 567 165 105 60 402 249 83 52 18
1985 1,155 513 642 183 111 72 459 278 99 66 16
Annual data:
1990 i 1,405 691 714 211 114 97 503 311 104 73 16
1991 . 1,443 715 728 217 114 102 511 316 103 74 17
1992 s 1,473 728 745 227 116 110 518 322 103 75 18
1993 s 1,491 729 761 235 116 118 527 329 103 75 21
1994 s 1,496 718 778 240 116 124 538 336 103 75 24
1995 s 1,497 698 799 247 116 131 552 344 104 76 29
1996 oo 1,491 672 819 254 115 139 565 351 105 75 34
1997 €St v 1,479 641 838 261 114 147 577 358 106 74 40
1998 €St v 1,454 607 847 261 112 149 586 363 106 73 45

Federal investments by agencies such as the Bureau
of Reclamation and Corps of Engineers, shifted the com-
position of the stock substantially. In 1996, 31 percent
of the nondefense stock was owned by the Federal Gov-
ernment and 69 percent by State and local govern-
ments.

The growth in the stock of physical capital financed
by grants has come in several areas. The growth in
the stock for transportation is largely grants for high-
ways, including the Interstate Highway System. The
growth in community and regional development stocks
occurred largely with the enactment of the community
development block grant in the early 1970s. The value
of this capital stock has been unchanged in the past
few years. The growth in the natural resources area
occurred primarily because of construction grants for
sewage treatment facilities. The value of this federally
financed stock has also been relatively stable since the
mid-1980s.

Table 6-7 shows nondefense physical capital outlays
both gross and net of depreciation since 1960. Total
nondefense net investment has been consistently posi-
tive over the period covered by the table, indicating
that new investment has exceeded depreciation on the
existing stock. The reduced amount of net investment
in 1998 reflects the sale of the United States Enrich-
ment Corporation and the privatization of the Elk Hills
gas and oil field. For some categories in the table, such
as water and power programs, net investment has been
negative in some years, indicating that new investment
has not been sufficient to offset estimated depreciation.
The net investment in this table is the change in the
net nondefense physical capital stock displayed in Table
6-6.

The Stock of Research and Development Capital

This section presents data on the stock of research
and development, taking into account adjustments for
its depreciation.

Trends.—As shown in Table 6-8, the R&D capital
stock financed by Federal outlays is estimated to be
$792 billion in 1996 in constant 1992 dollars. About
two-fifths is the stock of basic research knowledge;
about three-fifths is the stock of applied research and
development.

The total federally financed R&D stock in 1996 was
about evenly divided between defense and nondefense.
Although investment in defense R&D has exceeded that
of nondefense R&D in every year since 1979, the non-
defense R&D stock is actually the larger of the two,
because of the different emphasis on basic research and
applied research and development. Defense R&D spend-
ing is heavily concentrated in applied research and de-
velopment, which depreciates much more quickly than
basic research. The stock of applied research and devel-
opment is assumed to depreciate at a ten percent geo-
metric rate, while basic research is assumed not to
depreciate at all.

The defense R&D stock rose slowly during the 1970s,
as gross outlays for R&D trended down in constant
dollars and the stock created in the 1960s depreciated.
A renewed emphasis on defense R&D spending from
1980 through 1989 led to a more rapid growth of the
R&D stock. Since then, defense R&D outlays have ta-
pered off, depreciation has grown, and, as a result,
the net defense R&D stock has stabilized.

The growth of the nondefense R&D stock slowed from
the 1970s to the late 1980s, from an annual rate of
3.7 percent in the 1970s to a rate of 1.8 percent from
1980 to 1988. Gross investment in real terms fell dur-
ing much of the 1980s, and about three-fourths of new
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Table 6-7.

COMPOSITION OF GROSS AND NET FEDERAL AND FEDERALLY FINANCED NONDEFENSE PUBLIC PHYSICAL

INVESTMENT
(In billions of 1992 dollars)

Total nondefense investment Direct Federal investment Investment financed by Federal grants
Composition of net in- Composition of net investment
Fiscal Year vestment Commu-
e Gross De;tjigiaa- Net Gross De;tJiLenua- Net Water Gross De%r&ma- Net Trg:%:]or- nity amdI re’\;aotljjrgs oh
and Other (mainly 52332; and environ- er
power highways) ment ment
Five year intervals:
1960 21.2 7.9 133 6.2 3.9 2.3 1.2 11 15.0 4.0 11.0 112 -0.4 -0.2 0.4
1965 30.4 10.7 19.6 9.2 4.8 4.4 1.9 25 212 6.0 15.2 135 15 —* 0.3
1970 30.1 143 15.9 6.4 5.7 0.7 0.9 -0.2 23.7 8.6 151 9.3 41 0.4 13
1975 315 17.6 13.9 9.3 6.4 2.9 25 0.4 222 11.2 11.1 4.1 31 3.6 0.4
1980 44.8 20.6 24.2 11.3 6.9 4.4 2.6 18 335 137 19.7 8.3 6.1 59 -0.5
1985 427 24.8 17.9 13.3 7.9 54 0.9 45 294 16.9 12.5 8.1 2.7 2.2 -05
43.0 29.7 13.4 15.2 9.6 5.6 0.8 4.8 278 20.1 1.7 5.9 0.1 0.8 0.9
445 30.7 13.7 16.1 10.1 6.1 0.2 5.8 28.3 20.7 1.7 5.7 -0.1 0.9 11
49.3 319 17.4 20.3 10.6 9.7 1.6 8.0 29.1 21.3 7.7 5.7 -0.1 0.7 15
49.7 33.2 16.6 19.2 112 8.0 0.3 7.6 30.6 22.0 8.6 6.6 -0.4 0.3 2.1
51.3 344 16.9 17.1 11.7 5.4 -0.7 6.1 34.2 22.7 115 7.2 0.2 0.1 3.9
56.4 35.7 20.7 19.0 12.2 6.8 0.2 6.6 374 235 139 8.1 0.8 0.5 45
57.2 371 20.1 20.0 12.7 7.3 -0.7 8.0 372 24.3 12.9 74 0.9 -0.6 5.2
1997 est. ..vvriine 57.1 385 18.7 20.1 133 6.8 -1.4 8.1 37.0 25.1 119 6.4 0.9 -0.9 55
1998 est. ..cvvvvininns 489 39.6 9.3 14.0 13.8 0.2 -1.9 2.1 35.0 25.8 9.1 4.9 0.4 -1.2 4.9
*$50 million or less.
Table 6-8. NET STOCK OF FEDERALLY FINANCED RESEARCH AND DEVELOPMENT *
(In billions of 1992 dollars)
National Defense Nondefense Total Federal
Fiscal Year " Applied v Applied " Applied
B: B: B
| e | e | T | e | R | T gy | R
Five year intervals:

1970 235 14 221 194 61 133 429 75 354
249 19 230 237 88 149 486 107 379
252 22 229 280 119 161 532 141 390
287 27 260 304 157 148 592 184 408
1990 357 32 325 342 205 137 699 237 461
361 33 328 354 216 138 716 249 466
365 34 331 367 227 139 732 262 470
368 36 333 380 239 142 748 274 474
371 37 334 393 250 144 764 287 477
372 38 334 407 260 147 779 298 480
374 39 335 418 271 147 792 310 482
375 40 334 431 282 148 805 323 483
373 42 332 444 293 150 817 335 482

1Excludes outlays for physical capital for research and development, which are included in Table 6-5.

outlays went to replacing depreciated R&D. Since 1988,
however, nondefense R&D outlays have been on an up-
ward trend while depreciation has edged down. As a
result, the net nondefense R&D capital stock has grown
more rapidly.

The Stock of Education Capital

This section presents estimates of the stock of edu-
cation capital financed by the Federal government.

As shown in Table 6-9, the federally financed edu-
cation stock is estimated at $803 billion in 1996 in
constant 1992 dollars, rising to $850 billion in 1998.
The vast majority of the Nation’s education stock is
financed by State and local governments, and by stu-

dents and their families themselves. This federally fi-
nanced portion of the stock represents about 3 percent
of the Nation’s total education stock.# Nearly three-
quarters is for elementary and secondary education,
while the remaining one quarter is for higher education.

Despite a slowdown in growth during the early 1980s,
the stock grew at an average annual rate of 5.0 percent
from 1970 to 1996, and the expansion of the education
stock is projected to continue under this budget.

4For estimates of the total education stock, see Table 2-4 in Chapter 2, “Stewardship:
Toward a Federal Balance Sheet.”
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Table 6-9. NET STOCK OF FEDERALLY FINANCED EDUCATION
CAPITAL
(In billions of 1992 dollars)
) Total Elementary Higher
Fiscal Year Edgt%%tlion ;rr)]/dESdigg?ign Education
Five year intervals:
1960 70 52 18
1965 99 73 26
1970 224 179 46
1975 307 251 57
1980 414 326 88
1985 510 383 126
Annual data:
1990 661 490 171
1991 682 503 179
1992 701 515 186
1993 726 528 198
1994 748 543 205
1995 77 557 221
1996 803 572 232
1997 est. . 824 585 240
1998 ESE. 1o 850 600 251

Methodological Note

This note provides further technical detail about the
estimation of the capital stock series presented in Ta-
bles 6-6 through 6-9.

As stated previously, the capital stock estimates are
very rough approximations. Sources of possible error
include:

The historical outlay series.—The historical outlay
series for physical capital was based on budget records
since 1940 and was extended back to 1915 using data
from selected sources. There are no consistent outlay
data on physical capital for this earlier period, and
the estimates are approximations. In addition, the his-
torical outlay series in the budget for physical capital
extending back to 1940 may be incomplete. The histori-
cal outlay series for the conduct of research and devel-
opment began in the early 1950s and required selected
sources to be extended back to 1940. In addition, sepa-
rate outlay data for basic research and applied R&D
were not available for any years and had to be esti-
mated from obligations and budget authority. For edu-
cation, data for Federal outlays from the budget were
combined with data for non-Federal spending from the
institution or jurisdiction receiving Federal funds,
which may introduce error because of differing fiscal
years and confusion about whether the Federal Govern-
ment was the original source of funding.

Price adjustments.—The prices for the components
of the Federal stock of physical, R&D, and education
capital have increased through time, but the rates of
increase are not accurately known. Estimates of costs
in fiscal year 1992 prices were made through the appli-
cation of price deflators from the National Income and
Product Accounts (NIPASs), but these should be consid-
ered only approximations of the costs of these assets
in 1992 prices. Although source data for the NIPA
deflators were revised in January 1996 as part of a

comprehensive statistical revision, the revised data only
extended back to 1960. Price measures prior to 1960
were estimated based on pre-revision data.

Depreciation.—The useful lives of physical, R&D,
and education capital, as well as the pattern by which
they depreciate, are very uncertain. This is compounded
by using depreciation rates for broad classes of assets,
which do not apply uniformly to all the components
of each group. As a result, the depreciation estimates
should also be considered approximations.

Research continues on the best methods to estimate
these capital stocks. The estimates presented in the
text could change as better information becomes avail-
able on the underlying investment data and as im-
proved methods are developed for estimating the stocks
based on those data.

Physical Capital Stocks

For many years, current and constant-cost data on
the stock of most forms of public and private physical
capital—e.g., roads, factories, and housing—have been
estimated annually by the Bureau of Economic Analysis
(BEA) in the Department of Commerce. With the Janu-
ary 1996 comprehensive revision of the NIPAs, govern-
ment investment has taken increased prominence. Gov-
ernment investment in physical capital is now meas-
ured separately from consumption expenditures, and
government consumption includes a measure of the con-
sumption of the existing capital stock. In addition, esti-
mates of depreciation are improved based on the results
of recent empirical research.5

The BEA data are not directly linked to the Federal
budget, do not extend to the years covered by the budg-

5The revisions for government investment and depreciation methods are discussed in
“Preview of the Comprehensive Revision of the National Income and Product Accounts:
Recognition of Government Investment and Incorporation of a New Methodology for Calculat-
ing Depreciation”, Survey of Current Business, September 1995, pp. 33-41. BEA's most
recent published estimates of capital stocks, prepared before the revisions, are contained
in “Fixed Reproducible Tangible Wealth in the United States”, Survey of Current Business,
August 1994, pp. 54-62.
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et, and do not classify as Federal the capital financed
but not owned by the Federal Government. For budg-
etary purposes, OMB prepares separate estimates.

Method of estimation.—The estimates were devel-
oped from the OMB historical data base for physical
capital outlays and grants to State and local govern-
ments for physical capital. These are the same major
public physical capital outlays presented in Part I. This
data base extends back to 1940 and was supplemented
by rough estimates for 1915-1939.

The deflators used to convert historical outlays to
constant 1992 dollars were based on composite NIPA
deflators for Federal, State, and local consumption of
durables and gross investment. Data consistent with
the January 1996 NIPA revisions were only available
back to fiscal year 1960, so deflators prior to 1960 were
extrapolated based on pre-revision NIPA data extending
back to 1930. For 1915 through 1929, deflators were
estimated from Census Bureau historical statistics on
constant price public capital formation.

The resulting series was adjusted for depreciation.
The data were depreciated on a straight-line basis over
the following assumed useful lives: 46 years for water
and power projects; 40 years for other direct Federal
construction and capital financed by grants (primarily
highways); and 16 years for defense procurement and
major nondefense equipment.

Research and Development Capital Stocks

Method of estimation.—The estimates were devel-
oped from a data base for the conduct of research and
development largely consistent with the data in the
Historical Tables. Although there is no consistent time
series on basic and applied R&D for defense and non-
defense outlays back to 1940, it was possible to esti-
mate the data using obligations and budget authority.
The data are for the conduct of R&D only and exclude
outlays for physical capital for research and develop-
ment, because those are included in the estimates of
physical capital. Nominal outlays were deflated by the
chained price index for gross domestic product (GDP)
in fiscal year 1992 dollars to obtain estimates of con-
stant dollar R&D spending.

The appropriate depreciation rate of intangible R&D
capital is even more uncertain than that of physical
capital. Empirical evidence is inconclusive. It was as-
sumed that basic research capital does not depreciate
and that applied research and development capital has
a ten percent geometric depreciation rate. These are
the same assumptions used in a study published by
the Bureau of Labor Statistics estimating the R&D
stock financed by private industry.6 More recent experi-
mental work at the Bureau of Economic Analysis, ex-
tending estimates of tangible capital stocks to R&D,
used slightly different assumptions. This work assumed
straight-line depreciation for all R&D over a useful life
of 18 years, which is roughly equivalent to a geometric
depreciation rate of 11 percent. The slightly higher de-
preciation rate and its extension to basic research
would result in smaller stocks than the method used
here.”

Education Capital Stocks

Method of estimation.—The estimates of the feder-
ally financed education capital stock in Table 6-9 were
calculated by first estimating the Nation's total stock
of education capital, based on the current replacement
cost of the total years of education of the population.
To derive the Federal share of this total stock, the
Federal share of total educational expenditures was ap-
plied to the total amount. The percent in any year
was estimated by averaging the prior years' share of
Federal education outlays in total education costs. For
more information, refer to the technical note in Chapter
2, “Stewardship: Toward a Federal Balance Sheet.”

The stock of capital estimated in Table 6-9 is based
only on spending for education. Stocks created by other
human capital investment outlays included in Table
6-1, such as job training and vocational rehabilitation,
were not calculated because of the lack of historical
data prior to 1962 and the absence of estimates of
depreciation rates.

6See U.S. Department of Labor, Bureau of Labor Statistics, The Impact of Research
and Development on Productivity Growth, Bulletin 2331, September 1989.

7See “A Satellite Account for Research and Development”, Survey of Current Business,
November 1994, pp. 37-71.
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Part 1V: ALTERNATIVE CAPITAL BUDGET AND CAPITAL EXPENDITURE PRESENTATIONS

A capital budget would separate Federal expenditures
into two categories: spending for investment and all
other spending. In this sense, Part | of the present
chapter provides a capital budget for the Federal Gov-
ernment, distinguishing outlays that yield long-term
benefits from all others. But alternative capital budget
presentations have also been suggested.

The Federal budget finances investment for two quite
different types of reasons. It invests in capital—such
as office buildings, computers, and weapons systems—
that primarily contributes to its ability to provide gov-
ernmental services to the public; some of these services,
in turn, are designed to increase economic growth. And
it invests in capital—such as highways, education, and
research—that contributes more directly to the eco-
nomic growth of the Nation. Most of the capital in
the second category, unlike the first, is not owned or
controlled by the Federal Government. In the discussion
that follows, the first is called “Federal capital”’ and
the second is called “national capital.” Table 6-10 com-
pares total Federal investment as defined in this chap-

ter with investment in Federal capital, which was de-
fined as “capital assets” in Part Il of this chapter, and
with investment in national capital.

Capital budgets and other changes in Federal budget-
ing have been suggested from time to time for the Gov-
ernment’s investment in both Federal and national cap-
ital. These proposals differ widely in coverage, depend-
ing on the rationale for the suggestion. Some would
include all the investment shown in Table 6-1, or more,
whereas others would be narrower in various ways.
These proposals also differ in other respects, such as
whether investment would be financed by borrowing
and whether the non-investment budget would nec-
essarily be balanced. Some of these proposals are dis-
cussed below and illustrated by alternative capital
budget and other capital expenditure presentations,
although the discussion does not address matters of
implementation such as the effect on the Budget En-
forcement Act. The planning and budgeting process for
capital assets, which is a different subject, is discussed

Table 6-10. ALTERNATIVE DEFINITIONS OF INVESTMENT OUTLAYS, 1998

(In millions of dollars)

All Federal Federal National
investment capital capital
Construction and rehabilitation:
Grants:
TraNSPOMTALION .....cvveieciiieriecer ettt ssnna 24,486 24,486
Natural resources and environment ..... 2,194 2,192
Community and regional development 5,811 1,087
Housing assistance ..........c.cvveennn. 5,999 | oo | e
OthEr GraNtS ..o 183 99
Direct Federal:
National defense 4,522 4522 | oo
General science, space, an 423 335 423
Natural resources and environment ......... 3,699 2,215 3,476
ENEIQY ooeeveeeeinrieineneeseeeseinens 1,147 1,147 1,147
Transportation .................. 675 344 675
Veterans and other health facilities ..... 1,418 1,418 1,418
Postal SErvice ......ccocovveiiviiienns 1,251 1,251 1,251
GSA real property activities . 1,262 1,262 | oo
Other CONSLIUCHION ...cvevviviicveicreicte e 2,347 1,440 599
Total construction and rehabilitation ............ccccoceevieriieievesieiieisenne 55,417 13,934 36,853
Acquisition of major equipment (direct):
National defense 43,408 43,408 | oo
Postal Service 1,378 1,378 1,378
AN ranSPOITALION ....oveieiriiieiieieiee bbbt sees 1,903 1,903 1,903
1] 111 OO 3,474 3,156 2,139
Total MaJor EQUIPMENL ...t 50,163 49,845 5,420
Purchase or sale of land and structures .. -3,962 =3,962 | oo
Other physical SSES (GrANTS) .....c.eerrererirererriereereeseserissieseieesseeesserienenes 1,208 | e | e
Total physical INVESIMENE ..o 102,826 59,817 42,344
Research and development:
Defense .....cccvvvrerennns 37,416 | oo 1,153
Nondefense 32,790 | cierine 32,167
Total research and development ... 70,206 | oooverereene 33,320
Education and traiNiNg .....ccceverernrninrneesisseesesessssssssssssssssssssssessessessennes 45,630 | coorrrrrrennes 45,172
Total INVESIMENE OULIAYS ....vvverrriiieirerereie et ssessessensenes 218,662 59,817 | 120,836
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in Part Il of this chapter together with the steps this
Administration is taking to improve it.

Investment in Federal Capital

The goal of investment in Federal capital is to deliver
Government services as efficiently and effectively as
possible. The Congress allocates resources to Federal
agencies to accomplish a wide variety of programmatic
goals. Because these goals are diverse and most are
not measured in dollars, they are difficult to compare
with each other. Policy judgments must be made as
to their relative importance.

Once amounts have been allocated for one of these
goals, however, analysis may be able to assist in choos-
ing the most efficient and effective means of delivering
service. This is the context in which decisions are made
on the amount of investment in Federal capital. For
example, budget proposals for the Department of Jus-
tice must consider whether to increase the number of
FBI agents, the amount of justice assistance grants
to State and local governments, or the number of Fed-
eral prisons in order to accomplish the department’s
objectives. The optimal amount of investment in Fed-
eral capital derives from these decisions. There is no
efficient target for total investment in Federal capital
as such.

The universe of Federal capital encompasses federally
owned capital assets. It excludes Federal grants to
States for infrastructure, such as highways, and it ex-
cludes intangible investment, such as education and
research. Investment in Federal capital in 1998 is esti-
mated to be $60 billion, or 27 percent of the total Fed-
eral investment outlays shown in Table 6-1. Of the
investment in Federal capital, 80 percent is for defense
and 20 percent for nondefense purposes.

A Capital Budget for Capital Assets

Discussion of a capital budget has often centered on
Federal capital, called “capital assets” in Part Il of this
chapter—buildings, other construction, and equipment
that support the delivery of Federal services. This in-
cludes capital commonly available from the commercial
sector, such as office buildings, computers, military
family housing, veterans hospitals, research and devel-
opment facilities, and associated equipment; it also in-
cludes special purpose capital such as weapons systems,
military bases, the space station, and dams. This defini-
tion excludes capital that the Federal Government has
financed but does not own.8

Some capital budget proposals would partition the
unified budget into a capital budget, an operating budg-
et, and a total budget. Table 6-11 illustrates such a
capital budget for capital assets as defined above. It
is accompanied by an operating budget and a total
budget. The operating budget consists of all expendi-
tures except those included in the capital budget, plus

8This definition of “capital assets” is broader than the definition of “fixed assets” used
in last year's budget. Expenditures for capital assets in 1998 under this definition are
$60 billion, as shown in Tables 6-10 and 6-11, compared to $18 billion under the previous
definition. Almost the entire difference is due to weapons systems and other specialized
defense investment.

depreciation on the stock of assets of the type pur-
chased through the capital budget. The capital budget
consists of expenditures for capital assets and, on the
income side of the account, depreciation. The total
budget is the present unified budget, largely based on
cash for its measure of transactions, which records all
outlays and receipts of the Federal Government. It con-
solidates the operating and capital budgets by adding
them together and netting out depreciation as an
intragovernmental transaction. The operating budget
deficit is higher than the unified budget deficit, reflect-
ing both the relatively small Federal investment in new
fixed assets and the offsetting effect of depreciation on
the existing stock. The figures in Table 6-11 and the
subsequent tables of this section are rough estimates,
intended only to be illustrative and to provide a basis
for broad generalizations.

Table 6-11. CAPITAL, OPERATING, AND UNIFIED BUDGETS:
FEDERAL CAPITAL, 19981

(In billions of dollars)

Operating Budget
RECEIPLS .vvvvuerriceeieiet st 1,567
Expenses:
DEPIECIAtION ....ouveveieeriiieriice s 99
OHNET oo 1,628
SUBLOtAl, BXPENSES ....vvveerriirririsiseiss st eeas 1,727
SUPIUS OF EFICIE (=) ©ovoevreeiieerieiereee e -160
Capital Budget
INCOME: AEPrECIAtION .....vvuerieeriicriere i 99
Capital EXPENAILUIES ..o 60
SUPIUS OF EFICIE (=) v 39
Unified Budget
RECEIPES .vvvvuvrriceei et 1,567
OULAYS ooveveiii bbbt 1,687
SUFPIUS OF AEfiCIE (=) wvevreereeeiciereree e -121

1Historical data to estimate the capital stocks and calculate depreciation are not readily available for Federal
capital. Depreciation estimates were based on the assumption that outlays for Federal capital were a constant
percentage of the larger categories in which such outlays were classified. They are also subject to the limita-
tions explained in Part Il of this chapter. Depreciation is measured in terms of current cost.

Some proposals for a capital budget would exclude
defense capital (other than military family housing).
These exclusions—weapons systems, military bases,
and so forth—would comprise nearly four-fifths of the
expenditures shown in the capital budget of Table 6-11.
If they were excluded, the operating deficit would es-
sentially be the same as the unified budget deficit:
about $1 billion higher than the unified budget deficit
instead of $39 billion higher as shown above for the
complete coverage of Federal capital. Excluding defense
makes such a large difference because of its large rel-
ative size and the recent pattern of capital asset pur-
chases. The large buildup that began in the early 1980s
raised the capital stock and depreciation; the buildup
was followed by a sharp decline in purchases, while
the capital stock and depreciation have declined more
slowly. (See the previous section of this chapter.)
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Budget Discipline and a Capital Budget

Many proposals for a capital budget, though not all,
would effectively dispense with the unified budget and
make expenditure decisions on capital asset acquisi-
tions in terms of the operating budget instead. When
the Government proposed to purchase a capital asset,
the operating budget would include only the estimated
depreciation. For example, suppose that an agency pro-
posed to buy a $50 million building at the beginning
of the year with an estimated life of 25 years and
with depreciation calculated by the straightline method.
Operating expense in the budget year would increase
by $2 million, or only 4 percent of the asset cost. The
same amount of depreciation would be recorded as an
increase in operating expense for each year of the as-
set’s life.?

Recording the annual depreciation in the operating
budget each year would provide little control over the
decision about whether to invest in the first place. Most
Federal investments are sunk costs and as a practical
matter cannot be recovered by selling or renting the
asset. At the same time, there is a significant risk
that the need for a capital asset may change over a
period of years, because either the need was not perma-
nent, it was initially misjudged, or other needs become
more important. Since the cost is sunk, however, control
cannot be exercised later on by comparing the annual
benefit of the asset services with depreciation and inter-
est and then selling the asset if its annual services
are not worth this expense. Control can only be exer-
cised up front when the Government commits itself to
the full sunk cost. By spreading the real cost of the
project over time, however, use of the operating budget
for expenditure decisions would make the budgetary
cost of the capital asset appear very cheap when deci-
sions were being made that compared it to alternative
expenditures. As a result, there would be an incentive
to purchase capital assets with little regard for need,
and also with little regard for the least-cost method
of acquisition.

A budget is a financial plan for allocating resources—
deciding how much the Federal Government should
spend in total, program by program, and for the parts
of each program. The budgetary system provides a proc-
ess for proposing policies, making decisions, implement-
ing them, and reporting the results. The budget needs
to measure costs accurately so that decision makers
can compare the cost of a program with its benefit,
the cost of one program with another, and the cost
of alternative methods of reaching a specified goal.
These costs need to be fully included in the budget
up front, when the spending decision is made, so that
executive and congressional decision makers have the
information and the incentive to take the total costs
into account.

9The amount of depreciation recorded as an expense in the budget year might be over-
stated by this illustration. First, most assets are purchased after the beginning of the
year, in which case less than a full year's depreciation would be recorded. Second, assets
may be constructed or built to order, in which case no depreciation would be recorded
until the work was completed and the asset put into service. This could be several years
after the initial expenditure.

The unified budget does this for investment. By re-
cording investment on a cash basis, it causes the total
cost to be compared up front in a rough and ready
way with the total expected future net benefits. Since
the budget measures only cost, the benefits with which
these costs are compared, based on policy makers’ judg-
ment, must be presented in supplementary materials.
Such a comparison of total cost with benefits is consist-
ent with the formal method of cost-benefit analysis of
capital projects in government, in which the full cost
of a capital asset as the cash is paid out is compared
with the full stream of future benefits (all in terms
of present values).10 This comparison is also consistent
with common business practice, in which capital budg-
eting decisions for the most part are made by compar-
ing cash flows. The cash outflow for the full purchase
price is compared with expected future cash inflows,
either through a relatively sophisticated technique of
discounted cash flows—such as net present value or
internal rate of return—or through cruder methods
such as payback periods.11 Regardless of the specific
technique adopted, it usually requires comparing future
returns with the entire cost of the asset up front—
not spread over time through annual depreciation.12

Practice Outside the Federal Government

The proponents of making investment decisions on
the basis of an operating budget with depreciation have
sometimes claimed that this is the common practice
outside the Federal Government. However, while the
practice of others may differ from the Federal budget
and the terms “capital budget” and “capital budgeting”
are often used, these terms do not normally mean that
capital asset acquisitions are decided on the basis of
annual depreciation cost. The use of these terms in
business and State government also does not mean that
businesses and States finance all their investment by
borrowing. Nor does it mean that under a capital budg-
et the extent of borrowing by the Federal Government
to finance investment would be limited by the same
forces that constrain business and State borrowing for
investment.

Private business firms call their investment deci-
sion making process “capital budgeting,” and they
record the resulting planned expenditures in a “capital
budget.” However, decisions are normally based on up-
front comparisons of the cash outflows needed to make

10For example, see Edward M. Gramlich, A Guide to Benefit-Cost Analysis (2nd ed.;
Englewood Cliffs: Prentice Hall, 1990), chap. 6; or Joseph E. Stiglitz, Economics of the
Public Sector (2nd ed.; New York: Norton, 1988), chap. 10. This theory is applied in formal
OMB instructions to Federal agencies in OMB Circular No. A—94, Guidelines and Discount
Rates for Benefit-Cost Analysis of Federal Programs (October 29, 1992). General Accounting
Office, Discount Rate Policy, GAO/OCE-17.1.1 (May 1991), discusses the appropriate discount
rate for such analysis but not the foundation of the analysis itself, which is implicitly
assumed.

11For a full textbook analysis of capital budgeting techniques in business, see Harold
Bierman, Jr., and Seymour Smidt, The Capital Budgeting Decision (7th ed.; New York:
Macmillan, 1988). Shorter analyses may be found, for example, in Charles T. Horngren
and George Foster, Cost Accounting (6th ed.; Englewood Cliffs: Prentice-Hall, 1987), chap.
19 and 20; and in Surendra S. Singhvi, “The Capital Budgeting Process” and “The Capital
Expenditure Evaluation Methods,” chap. 19 and 20 in Robert Rachlin and H.W. Allen
Sweeny, Handbook of Budgeting (3rd ed.; New York: Wiley, 1993).

12A survey of business practice conducted a few years ago found that such techniques
are predominant. See Glenn H. Petry and James Sprow, “The Theory and Practice of
Finance in the 1990s,” The Quarterly Review of Economics and Finance, vol. 33 (Winter
1993), pp. 359-82. Petry and Sprow also found that such techniques are recommended
by the most widely used textbooks in managerial finance.



6. FEDERAL INVESTMENT SPENDING AND CAPITAL BUDGETING

133

the investment with the resulting cash inflows expected
in the future, as explained above, and the capital budg-
et records the period-by-period cash outflows proposed
for capital projects.13 This supports the business’'s goal
of deciding upon and controlling the use of its re-
sources.

The cash-based focus of business budgeting for capital
is in contrast to business financial statements—the in-
come statement and balance sheet—which use accrual
accounting for a different purpose, namely to record
how well the business is meeting its objectives of earn-
ing profit and accumulating wealth for its owners. For
this purpose, the income statement shows the profit
in a year from earning revenue net of the expenses
incurred. These expenses include depreciation, which
is an allocation of the cost of capital assets over their
estimated useful life. With similar objectives in mind,
the Office of Management and Budget, the Treasury
Department, and the General Accounting Office have
adopted the use of depreciation on general property,
plant, and equipment owned by the Federal Govern-
ment as a measure of expense in financial statements
and cost accounting for Federal agencies.14

Businesses finance investment from net income as
well as borrowing. When they borrow to finance invest-
ment, they are constrained in ways that Federal bor-
rowing is not. The amount that a business borrows
is limited by its own profit motive and the market’s
assessment of its capacity to repay. The greater a
business’s indebtedness, other things equal, the more
risky is any additional borrowing and the higher is
the cost of funds it must pay. Since the profit motive
ensures that a business will not want to borrow unless
the expected return is at least as high as the cost
of funds, the amount of investment that a business
will want to finance is limited; it has an incentive to
borrow only for projects where the expected return is
as high or higher than the cost of funds. Furthermore,
if the risk is great enough, a business may not be
able to find a lender.

No such constraint limits the Federal Government—
either in the total amount of its borrowing for invest-
ment, or in its choice of which assets to buy—because
of its sovereign power to tax and the wide economic
base that it taxes. It can tax to pay for investment;
and, if it borrows, its power to tax ensures that the
credit market will judge U.S. Treasury securities free
from any risk of default even if it borrows “excessively”
or for projects that do not seem worthwhile.

Most States also have a “capital budget,” but the
operating budget is not like the operating budget envis-
aged by proponents of making Federal investment deci-
sions on the basis of depreciation. State capital budgets
differ widely in many respects but generally relate some

13A business capital budget is depicted in Glenn A. Welsch et al., Budgeting: Profit
Planning and Control (5th ed.; Englewood Cliffs: Prentice Hall, 1988), pp. 396-99.

14 Office of Management and Budget, Statement of Federal Financial Accounting Standards
No. 6, Accounting for Property, Plant, and Equipment (November 30, 1995), pp. 5-14 and
34-35. Depreciation would not be used as a measure of expense for weapons systems,
space exploration equipment, and other “Federal mission property” or for heritage assets.
Depreciation also would not be used as a measure of expense for physical property financed
by the Federal Government but owned by State and local governments, or for investment
that the Federal Government financed in human capital and research and development.

of the State’s purchases of capital assets to borrowing
and other earmarked means of financing. For the debt-
financed portion of investment, the interest and repay-
ment of principal are usually recorded in the operating
budget. For the portion of investment purchased in the
capital budget but financed by Federal grants or by
taxes, which may be substantial, State operating budg-
ets do not record any amount. No State operating budg-
et is charged for depreciation.15

States also do not record depreciation expense in the
financial accounting statements for governmental
funds. They record depreciation expense only in their
proprietary (commercial-type) funds and in those trust
funds where net income, expense, or capital mainte-
nance is measured.16

State borrowing to finance investment, like business
borrowing, is subject to limitations that do not apply
to Federal borrowing. Like business borrowing, it is
constrained by the credit market's assessment of the
State’s capacity to repay. Furthermore, it is usually
designated for specified investments, and it is almost
always subject to constitutional limits or referendum
requirements.

Other developed nations tend to show a more sys-
tematic breakdown between investment and operating
expenditures within their budgets than does the United
States, even while they record capital expenditures on
a cash basis within the same budget totals. For exam-
ple, the United Kingdom shows the capital spending
within each agency total and displays the sum of cap-
ital spending for the government as a whole. However,
a survey by the Congressional Budget Office in 1993
found that all developed nations except Chile and New
Zealand budget on a cash basis.1” New Zealand, more-
over, while budgeting on an accrual basis that generally
includes depreciation, requires the equivalent of appro-
priations for the full cost up front before a department
can make net additions to its fixed assets; and it budg-
ets for infrastructure assets that it owns on the basis
of cash expenditure rather than depreciation.18 Some
countries—including Sweden, Denmark, and Finland—
formerly had separate capital budgets but abandoned
them a number of years ago.1°

15The characteristics of State capital budgets were examined in a survey of State budget
officers for all 50 States in 1986. See Lawrence W. Hush and Kathleen Peroff, “The Variety
of State Capital Budgets: A Survey,” Public Budgeting and Finance (Summer 1988), pp.
67-79. More detailed results are available in an unpublished OMB document, “State Capital
Budgets” (July 7, 1987). Two GAO reports examined State capital budgets and reached
similar conclusions on the issues in question. See Budget Issues: Capital Budgeting Practices
in the States, GAO/AFMD-86—-63FS (July 1986), and Budget Issues: State Practices for
Financing Capital Projects, GAO/AFMD-89-64 (July 1989).

16 Governmental Accounting Standards Board (GASB), Codification of Governmental
Accounting and Financial Reporting Standards as of June 30, 1996, sections 1100.107 and
1400.114-1400.118.

17Robert W. Hartman, Statement before the Subcommittee on Economic Development,
Committee on Public Works and Transportation, U.S. House of Representatives (May 26,
1993). Hartman stated: “to our knowledge, only two developed countries, Chile and New
Zealand, recognize depreciation in their budgets.” The United Kingdom has announced plans
to budget on an accrual basis, including the depreciation for capital assets, beginning with
its budget for 2001-02.

18New Zealand's use of depreciation in its budget is discussed in GAO, Budget Issues:
The Role of Depreciation in Budgeting for Certain Federal Investments, GAO/AIMD-95-34
(February 1995), pp. 13 and 16-17.

19The budgets in Sweden, Great Britain, Germany, and France are described in GAO,
Budget Issues: Budgeting Practices in West Germany, France, Sweden, and Great Britain,
GAO/AFMD-87-8FS (November 1986). Sweden had separate capital and operating budgets
from 1937 to 1981, together with a total consolidated budget from 1956 onwards. The
reasons for abandoning the capital budget are discussed briefly in the GAO report and
more extensively by a government commission established to recommend changes in the
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Conclusions

It is for reasons such as these that the General Ac-
counting Office issued a report in 1993 that criticized
budgeting for capital in terms of depreciation. Although
the criticisms were in the context of what is termed
“national capital” in this chapter, they apply equally
to “Federal capital.”

“Depreciation is not a practical alternative
for the Congress and the administration to use
in making decisions on the appropriate level of
spending intended to enhance the nation’s
long-term economic growth for several reasons.
Currently, the law requires agencies to have
budget authority before they can obligate or
spend funds. Unless the full amount of budget
authority is appropriated up front, the ability
to control decisions when total resources are
committed to a particular use is reduced. Ap-
propriating only annual depreciation, which is
only a fraction of the total cost of an invest-
ment, raises this control issue.” 20

After further study of the role of depreciation in
budgeting for national capital, GAO reiterated that con-
clusion in another study in 1995.21 “The greatest dis-
advantage ... was that depreciation would result in
a loss of budgetary control under an obligation-based
budgeting system.” 22 Although that study also focused
primarily on what is termed “national capital” in this
chapter, its analysis applies equally to “Federal cap-
ital.” Last year GAO extended its conclusions to Federal
capital as well. “If depreciation were recorded in the
federal budget in place of cash requirements for capital
spending, this would undermine Congress’ ability to
control expenditures because only a small fraction of
an asset’s cost would be included in the year when
a decision was made to acquire it.” 23

Investment in National Capital

A Target for National Investment

The Federal Government's investment in national
capital has a much broader and more varied form than
its investment in Federal capital. The Government's
goal is to support and accelerate sustainable economic
growth for the Nation as a whole and in some instances
for specific regions or groups of people. The Govern-
ment’s investment concerns for the Nation are two-fold:

e The effect of its own investment in national capital
on the output and income that the economy can
produce. Reducing expenditure on consumption
and increasing expenditure on investment that

Swedish budget system. One reason was that borrowing was no longer based on the distinc-
tion between current and capital budgets. See Sweden, Ministry of Finance, Proposal for
a Reform of the Swedish Budget System: A Summary of the Report of the Budget Commission
Published by the Ministry of Finance (Stockholm, 1974), chapter 10.

20GAO, Budget Issues: Incorporating an Investment Component in the Federal Budget,
GAO/AIMD-94-40 (November 1993), p. 11. GAO had made the same recommendation in
earlier reports but with less extensive analysis.

21GAO, Budget Issues: The Role of Depreciation in Budgeting for Certain Federal Invest-
ments, GAO/AIMD-95-34 (February 1995), pp. 1 and 19-20.

22]bid., p. 17. Also see pp. 1-2 and 16-19.

23GAO, Budget Issues: Budgeting for Federal Capital, GAO/AIMD-97-5 (November 1996),
p. 28. Also see p. 4.

supports economic growth is a major priority for
the Administration. It has reordered priorities in
its budgets by proposing increases in selected in-
vestments.

» The effect of Federal taxation, borrowing, and
other policies on private investment. The Adminis-
tration’s deficit reduction policy has brought about
an expansion of private investment, most notably
in producers’ durable equipment.

In its 1993 report, Incorporating an Investment Com-
ponent in the Federal Budget, the General Accounting
Office (GAO) recommended establishing an investment
component within the unified budget—but not a sepa-
rate capital budget or the use of depreciation—for this
type of investment.24 GAO defined this investment as
“federal spending, either direct or through grants, that
is directly intended to enhance the private sector’s long-
term productivity.”25 To increase investment—both
public and private—GAO recommended establishing
targets for the level of Federal investment and for a
declining path of unified budget deficits over time.26
Such a target for investment in national capital would
focus attention on policies for growth, encourage a con-
scious decision about the overall level of growth-enhanc-
ing investment, and make it easier to set spending
priorities in terms of policy goals for aggregate forma-
tion of national capital. GAO reiterated its rec-
ommendation in another report in 1995.27

Table 6-12. UNIFIED BUDGET WITH NATIONAL INVESTMENT
COMPONENT, 1998

(In billions of dollars)

RECEIPES .o 1,567
Outlays:
National INVESEMENE ..o eesesees 121
OhBI e s 1,567
SUBLOtAl, OULAYS ..o s 1,687
SUPIUS OF EFICIE (<) .uveeeerveirierireecrses s -121

Table 6-12 illustrates the unified budget reorganized
as GAO recommends to have a separate component for
investment in national capital. This component is
roughly estimated to be $121 billion in 1998. It includes
infrastructure outlays financed by Federal grants to
State and local governments, such as highways and
sewer projects, as well as direct Federal purchases of
infrastructure, such as electric power generation equip-
ment. It also includes intangible investment for non-
defense research and development, for basic research
financed through defense, and for education and train-
ing. Much of this expenditure consists of grants and
credit assistance to State and local governments, non-
profit organizations, or individuals. Only 12 percent of
national investment consists of assets to be owned by
the Federal Government. Military investment and some

24 |ncorporating an Investment Component in the Federal Budget, pp. 1-2, 9-10, and

15.
25]bid., pp. 1 and 5.
26 |bid., pp. 2 and 13-16.
27The Role of Depreciation in Budgeting for Certain Investments, pp. 2 and 19-20.
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other “capital assets” as defined previously are ex-
cluded, because that investment does not primarily
enhance economic growth.

A Capital Budget for National Investment

Table 6-13 roughly illustrates what a capital budget
and operating budget would look like under this defini-
tion of investment—although it must be emphasized
that this is not GAO's recommendation. Some pro-
ponents of a capital budget would make spending deci-
sions within the framework of such a capital budget
and operating budget. But the limitations that apply
to the use of depreciation in deciding on investment
decisions for Federal capital apply even more strongly
in deciding on investment decisions for national capital.
Most national capital is neither owned nor controlled
by the Federal Government. Such investments are sunk
costs completely and can be controlled only by decisions
made up front when the Government commits itself
to the expenditure.28

Table 6-13. CAPITAL, OPERATING, AND UNIFIED BUDGETS:
NATIONAL CAPITAL, 19981
(In billions of dollars)
Operating Budget
RECEIPLS vttt 1,536
Expenses:
DEPIECIAtION 2 ..ot 77
OhBI oottt bbb 1,567
SUBLOtAl, BXPENSES ....veveerrieirrisisississesseesres st eees 1,644
SUIPIUS OF AEfICIE (<) ©ovveveererrereirereire e -108
Capital Budget
Income:
DEPIECIAtION 2 ....vvevereerrerserieiee et sses s enes 77
Earmarked tax reCeiptS3 ... 31
SUBtOtal, INCOME ...vvviveieiciicse s 108
Capital eXPENGIIUIES ........cuuevreciiieeeireseieseise s 121
SUIPIUS OF AEfiCIE (=) wvvveeereeereieireereire e -12
Receipts 1,567
Outlays . 1,687
SUrpIUS OF AEfiCit (=) vuveeeeeereireireirire e -121

1For the purpose of this illustrative table only, education and training outlays are arbitrarily depreciated over
30 years by the straight-line method. This differs from the treatment of education and training elsewhere in this
chapter and in Chapter 2. All depreciation estimates are subject to the limitations explained in Part Ill of this
chapter. Depreciation is measured in terms of current cost.

2Excludes depreciation on capital financed by earmarked tax receipts allocated to the capital budget.

3Consists of tax receipts of the highway and airport and airways trust funds, which are user charges ear-
marked for financing capital expenditures.

In addition to these basic limitations, the definition
of investment is more malleable for national capital
than Federal capital. Many programs promise long-term
intangible benefits to the Nation, and depreciation rates
are much harder to determine for intangible investment
such as research and education than they are for phys-
ical investment such as highways and office buildings.
These and other definitional questions are hard to re-

28GAOQO’s conclusions about the loss of budgetary control that were quoted at the end
of the section on Federal capital came from studies that predominantly considered “national
capital.”

solve. The answers could significantly affect budget de-
cisions, because they would determine whether the
budget would record all or only a small part of the
cost of a decision when policy makers were comparing
the budgetary cost of a project with their judgment
of its benefits. The process of reaching an answer with
a capital budget would open the door to manipulation,
because there would be an incentive to make the oper-
ating expenses and deficit look smaller by classifying
outlays as investment and using low depreciation rates.
This would “justify” more spending by the program or
the Government overall.2®

A Capital Budget and the Analysis of Saving
and Investment

Data from the Federal budget may be classified in
many different ways, including analyses of the Govern-
ment’s direct effects on saving and investment. As Parts
I and 111 of this chapter have shown, the unified budget
provides data that can be used to calculate Federal
investment outlays and federally financed capital
stocks. However, the budget totals themselves do not
make this distinction. In particular, the budget surplus
or deficit does not measure the Government's contribu-
tion to the nation’s net saving (i.e., saving net of depre-
ciation). A capital budget, it is sometimes contended,
is needed for this purpose.

This purpose, however, is now fulfilled by the Federal
sector of the national income and product accounts
(NIPAs). The NIPA Federal sector is designed to meas-
ure the impact of Federal receipts, expenditures, and
deficit on the national economy. It is part of an inte-
grated set of measures of aggregate U.S. economic ac-
tivity that is prepared by the Bureau of Economic Anal-
ysis in the Department of Commerce in order to meas-
ure gross domestic product (GDP), the income gen-
erated in its production, and many other variables used
in macroeconomic analysis. The NIPA Federal sector
for past periods is published monthly in the Survey
of Current Business with separate releases for historical
data. Estimates for the President’'s proposed budget
through the budget year are normally published in the
budget documents. The NIPA translation of the budget,
rather than the budget itself, is ordinarily used by
economists to analyze the effect of Government fiscal
policy on the aggregate economy.30

Until last year the NIPA Federal sector did not divide
government purchases of goods and services between
consumption and investment. With the comprehensive
revision of the national income and product accounts
in early 1996, it now makes that distinction.31 The

29These problems are also pointed out in GAO, Incorporating an Investment Component
in the Federal Budget, pp. 11-12. They are discussed more extensively with respect to
highway grants, research and development, and human capital in GAO, The Role of Deprecia-
tion in Budgeting for Certain Federal Investments, pp. 11-14. GAO found no government
that budgets for the depreciation of infrastructure (whether or not owned by that govern-
ment), human capital, or research and development (except that New Zealand budgets
for the depreciation of research and development if it results in a product that is intended
to be used or marketed).

30See chapter 17 of this volume, “National Income and Product Accounts,” for the NIPA
current account of the Federal Government based on the budget estimates for 1997 and
1998, and for a discussion of the NIPA Federal sector and its relationship to the budget.

31This distinction is also made in the national income accounts of most other countries
and in the System of National Accounts (SNA), which is guidance prepared by the United
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revised NIPA Federal sector is a current account or
an operating account for the Federal Government. The
current account excludes expenditures for structures
and equipment owned by the Federal Government; it
includes depreciation on the federally owned stock of
structures and equipment as a measure of the cost of
using capital assets and thus as part of the Federal
Government's current expenditures. It applies this
treatment to a comprehensive definition of federally
owned structures and equipment, both defense and non-
defense, similar to the definition of “capital assets” in
this chapter.32 The NIPA “current surplus or deficit”
of the Federal Government thus measures the Govern-
ment’s direct contribution to the Nation’s net saving
(given the definition of investment that is employed).
The 1998 Federal sector deficit is estimated to be in-
creased $14 billion by including depreciation rather
than gross investment, because depreciation of federally
owned structures and equipment is currently more than
gross investment. A capital budget is not needed to
capture this effect.

Borrowing to Finance a Capital Budget

A further issue raised by a capital budget is the
financing of capital expenditures. Some have argued
that the Government ought to balance the operating
budget and borrow to finance the capital budget—cap-
ital expenditures less depreciation. The rationale is that
if the Government borrows for net investment and the
rate of return exceeds the interest rate, the additional
debt does not add a burden onto future generations.
Instead, the burden of paying interest on the debt and
repaying its principal is spread over the generations
that will benefit from the investment. The additional
debt is “justified” by the additional assets.

This argument is at best a justification to borrow
to finance net investment, after depreciation is sub-
tracted from gross outlays, not to borrow to finance
gross investment. To the extent that capital is used
up during the year, there are no additional assets to
justify additional debt. If the Government borrows to
finance gross investment, the additional debt exceeds
the additional capital assets. The Government is thus
adding onto the amount of future debt service without
providing the additional capital that would produce the
additional income needed to service that debt.

This justification, furthermore, requires that depre-
ciation be measured in terms of current cost, not histor-
ical cost. When prices change, historical cost deprecia-
tion does not measure the extent to which the capital
stock is used up each year.

Nations and other international organizations. Definitions of investment may vary. Other
countries and the SNA do not include the purchase of military equipment as investment.

32The revised NIPA Federal sector is explained in Survey of Current Business, “Preview
of the Comprehensive Revision of the National Income and Product Accounts: Recognition
of Government Investment and Incorporation of a New Methodology for Calculating Depre-
ciation” (September 1995), pp. 33-39. Investment does not include expenditures on research
and development or on education and training. Government enterprises are treated dif-
ferently from general government. The NIPA State and local sector has been revised in
the same way and includes depreciation on structures and equipment owned by State
and local governments that were financed by Federal grants as well as by their own
resources.

As a broad generalization, Tables 6-11 and 6-13 sug-
gest that this rationale would not currently justify
much Federal borrowing, if any at all, under the two
capital budgets roughly illustrated in this chapter. For
Federal capital, Table 6-11 indicates that current cost
depreciation is more than gross investment for Federal
capital—the capital budget surplus is $39 billion (or
$1 billion excluding defense capital). The rationale of
borrowing to finance net investment would not justify
the Federal Government borrowing at all to finance
its investment in Federal capital; instead, it would have
to repay debt in this amount. Together with balancing
the operating budget, this would approximately require
the Government to eliminate its 1998 borrowing of $121
billion (the unified budget deficit) and also repay debt
of $39 billion—a total difference of $160 billion. For
national capital, table 6-13 indicates that current cost
depreciation (plus the excise taxes earmarked to finance
capital expenditures for highways and airports and
airways=33) is less than gross investment but almost
as large—the capital budget deficit is $12 billion. The
rationale of borrowing to finance net investment would
justify the Federal Government borrowing only this
amount to finance its investment in national capital.
Together with balancing the operating budget, this
would approximately require the Government to reduce
its borrowing in 1998 from $121 billion (the unified
budget deficit) to $12 billion.

Even with depreciation calculated in current cost, the
rationale for borrowing to finance net investment is
not persuasive. The Federal Government, unlike a busi-
ness or household, is responsible not only for its own
affairs but also for the general welfare of the Nation.
To maintain and accelerate national economic growth
and development, the Government needs to sustain pri-
vate investment as well as its own national investment.
For more than the last decade, however, net national
saving and investment have been low, both by historical
standards and in comparison to the amounts needed
to achieve the Administration’s goals for accelerated
growth.

To the extent that the Government finances its own
investment in a way that results in lower private in-
vestment, the net increase of total investment in the
economy is less than the increase from the additional
Federal capital outlays alone. The net increase in total
investment is significantly less if the Federal invest-
ment is financed by borrowing than if it is financed
by taxation, because borrowing primarily draws upon
the saving available for private (and State and local)
investment whereas much of taxation instead comes
out of private consumption. Therefore, the net effect
of Federal investment on economic growth would be
reduced if it were financed by borrowing. This would
be the result even if the rate of return on Federal
investment was higher than the rate of return on pri-
vate investment. For example, if a Federal investment
that yielded a 15 percent rate of return crowded out

33The capital budget deficit would be about $13 billion larger if current cost depreciation
were used instead of earmarked excise taxes for highways and airports and airways.
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private investment that yielded 10 percent, the net so-
cial return would still be positive but it would only
be 5 percent.34

The first budget of this Administration was a bold
step to increase the saving available for private invest-
ment while also increasing Federal investment for na-
tional capital. The deficit has been cut by nearly two-

34GAO considered deficit financing of investment but did not recommend it. See Incor-
porating an Investment Component in the Federal Budget, pp. 12-13.

thirds during the past four years, and available re-
sources have been shifted to investment in education
and training and in science and technology. The present
budget goes further, proposing budget balance by 2002
while protecting high priority investments. A capital
budget is not a justification to relax current and pro-
posed budget constraints. Any easing would undo the
gains from the deficit reduction already achieved and
the further gains from balancing the budget by 2002.
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Part V: SUPPLEMENTAL PHYSICAL CAPITAL INFORMATION

The Federal Capital Investment Program Information
Act of 1984 (Title Il of Public Law 98-501; hereafter
referred to as the Act) requires that the budget include
projections of Federal physical capital spending and in-
formation regarding recent assessments of public civil-
ian physical capital needs. This section is submitted
to fulfill that requirement.

This section is organized in two major parts. The
first part projects Federal outlays for public physical
capital and the second part presents information re-
garding public civilian physical capital needs.

Projections of Federal Outlays For Public
Physical Capital

Federal public physical capital spending is defined
here to be the same as the “major public physical cap-
ital investment” category in Part | of this chapter. It
covers spending for construction and rehabilitation, ac-
quisition of major equipment, and other physical assets.
This section excludes outlays for human capital, such
as the conduct of education and training, and outlays
for the conduct of research and development.

The projections are done generally on a current serv-
ices basis, which means they are based on 1997 enacted

appropriations and adjusted for inflation in later years.
The current services concept is discussed in Chapter
16, “Current Services Estimates.”

Federal public physical capital spending was $115.9
billion in 1996 and is projected to increase to $126.3
billion by 2007 on a current services basis. The largest
components are for national defense and for roadways
and bridges, which together accounted for more than
two-thirds of Federal public physical capital spending
in 1996.

Table 6-14 shows projected current services outlays
for Federal physical capital by the major categories
specified in the Act. Total Federal outlays for transpor-
tation-related physical capital were $28.1 billion in
1996, and current services outlays are estimated to in-
crease to $32.7 billion by 2007. Outlays for nondefense
housing and buildings were $11.7 billion in 1996 and
are estimated to be $11.7 billion in 2007 also. Physical
capital outlays for other nondefense categories were
$21.1 billion in 1996 and are projected to be $22.8
billion by 2007. For national defense, this spending was
$55.0 billion in 1996 and is estimated on a current
services basis to be $59.1 billion in 2007.

Table 6-14. CURRENT SERVICES OUTLAY PROJECTIONS FOR FEDERAL PHYSICAL CAPITAL SPENDING
(In billions of dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Nondefense:
Transportation-related categories:
Roadways and DrdgES ..o 197 | 196| 198 | 200 | 202 | 204 | 207| 214 | 218 223| 229| 234
Airports and airway facilities ... 4.2 35 35 35 35 36 38 39 4.0 41 4.2 44
Mass transportation SYSIEMS .........ccvverrrreeeerereeeeereeseeseenesseines 3.7 39 2.9 34 3.3 3.7 3.7 3.7 38 39 4.0 41
RAIIN0AAS ......viivvriic s 0.6 0.5 0.6 0.7 0.6 0.6 0.7 0.7 0.7 0.7 0.7 0.8
Subtotal, tranSPOIAtIoN ...........cvieiriniirinienee s 281 | 275| 269 | 276| 27.7| 283| 289 297| 304 | 311| 319| 327
Housing and buildings categories:
Federally assisted NOUSING ......ccovvirinieeeeeeeeeseseeieis 6.8 7.2 6.6 6.2 6.1 6.1 6.1 6.3 6.3 6.4 6.5 6.6
HOSPItalS ..o 18 1.7 1.6 1.6 1.6 17 1.7 1.8 19 19 2.0 2.1
Public buildings 31 31 3.0 31 35 33 31 2.7 2.7 28 29 31
Subtotal, housing and bUIldINGS ........ccevererrereee s 117 120| 111 108 112| 111 110| 108 | 109 | 112| 114 | 117
Other nondefense categories:
Wastewater treatment and related faciliies ... 2.8 25 2.0 2.3 2.7 3.0 2.9 3.0 31 31 32 15
Water reSOUICES PIOJECES .....cuevcvrrrerirrireesrieiseieeenerse e 2.3 2.4 2.1 2.2 2.3 2.3 2.4 2.4 25 2.6 2.6 2.7
Space and communications faCilities ........cccocvereneemierernrncriinnens 31 4.6 37 41 2.3 2.2 39 4.0 41 4.2 43 45
Energy programs ..........cccoeeerneennns 21 1.6 15 15 15 15 1.6 1.7 1.6 17 17 1.7
Community development programs . 5.3 5.8 54 5.6 54 55 5.6 5.8 5.9 6.1 6.2 6.4
Other NONAEfENSE .....c.vuieiriiee s 54 5.8 1.6 5.9 6.1 6.1 6.3 6.5 6.7 6.9 7.1 6.0
Subtotal, other NONAEENSE ........covveevveerreesr 211 227 | 163 | 215| 202 | 206 | 226 | 234 | 239 | 246| 252| 228
Subtotal, NONAETENSE ........vvveerierreererr e 609 | 622 | 543 | 599 | 591 | 599 | 625| 638| 652| 668| 685| 67.2
NGHONAl AEIENSE ....ovvreeirriricr s 55.0 | 50.7 | 485| 499 | 512 | 521 | 527| 543| 547 | 561 | 576| 59.1
TOTAL v 1159 | 1128 | 1028 | 109.8 | 1103 | 1120 | 1152 | 118.1 | 119.9 | 123.0 | 126.1 | 126.3

1Excludes outlays for public buildings that are included in other categories in this table.
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Table 6-15 shows current services projections on a
constant dollar basis, using fiscal year 1992 as the base
year.

For outlay details for most programs, see the items
included in major public physical capital in tables 6-2
and 6-3.

Public Civilian Capital Needs Assessments

The Act requires information regarding the state of
major Federal infrastructure programs, including high-
ways and bridges, airports and airway facilities, mass
transit, railroads, federally assisted housing, hospitals,
water resources projects, and space and communica-
tions investments. Funding levels, long-term projec-
tions, policy issues, needs assessments, and critiques,
are required for each category.

Capital needs assessments change little from year
to year, in part due to the long-term nature of the
facilities themselves, and in part due to the consistency
of the analytical techniques used to develop the assess-
ments and the comparatively steady but slow changes
in underlying demographics. As a result, the practice
has arisen in reports in previous years to refer to ear-
lier discussions, where the relevant information had

been carefully presented and changes had been mini-
mal.

The needs assessment material in reports of earlier
years is incorporated this year largely by reference to
earlier editions and by reference to other needs assess-
ments. The needs analyses, their major components,
and their critical evaluations have been fully covered
in past Supplements, such as the 1990 Supplement to
Special Analysis D.

It should be noted that the needs assessment data
referenced here have not been determined on the basis
of cost-benefit analysis. Rather, the data reflect the
level of investment necessary to meet a predefined
standard (such as maintenance of existing highway con-
ditions). The estimates do not address whether the ben-
efits of each investment would actually be greater than
its cost or whether there are more cost-effective alter-
natives to capital investment, such as initiatives to re-
duce demand or use existing assets more efficiently.
Before investing in physical capital, it is necessary to
compare the cost of each project with its estimated
benefits, within the overall constraints on Federal
spending.

Table 6-15. CURRENT SERVICES OUTLAY PROJECTIONS FOR FEDERAL PHYSICAL CAPITAL SPENDING
(In billions of constant 1992 dollars)
1996 Estimate
actual 1997 1998 1999 2000 2001 2002
Nondefense:

Transportation-related categories:

Roadways and bridges ...

Airports and airway facilities
Mass transportation systems

RAIMOAAS ....vvvviviireiiie e

Subtotal, tranSPOMALION .........ccoeverriireiiiririerree s

Housing and buildings categories:
Federally assisted housing
Hospitals ..............

PUBIiC BUIIAINGS L ..o

Subtotal, housing and BUIdINGS .........ccovverernirirneeeeees

Other nondefense categories:

Wastewater treatment and related facilities ..........ccocovverevreiiereieiiennn,
WatEr rESOUICES PrOJECES ..ouvvuierirueerrenersnieissieeseisesesbse e sssisenens
Space and communications facilities ...........covrereneneneseerneeenens

ENergy programs .........c..ooceeeeeveeeneens
Community development programs

Other NONETENSE .....cvveiviciiciecsc s

Subtotal, other NONAEENSE .....c.vveveirricreee s

Subtotal, NONAEIENSE .....cvveeicieiereeie e

National defense

....................... 22 2.3 19 2.0 2.0 2.0 2.0

181 176 174| 171| 168 | 165| 164
4.0 33 31 31 3.0 3.0 31
3.4 35 2.6 2.9 2.8 3.0 29
0.6 0.5 0.6 0.7 05 0.5 0.5

249 | 237 | 237 | 232| 231| 230

6.3 6.5 5.8 53 51 5.0 4.9
18 16 15 14 14 14 15
3.0 3.0 2.7 2.8 3.0 2.8 2.6

11.1| 100 9.5 9.5 9.2 8.9

2.6 2.3 18 2.0 2.2 24 23
3.0 4.3 34 37 2.0 1.9 3.2

21 15 14 13 13 13 13
49 5.2 4.7 4.8 45 45 45

....................... 52 54 14 53 53 5.2 52

....................... 201 | 21.0| 146 190| 174 | 172| 185
....................... 572 57.0| 483| 522| 501 | 495]| 504

500 | 450 | 420 | 421 | 421 | 417| 412
....................... 1073 | 101.9 | 903 | 943 | 922 | 91.3| 915

1Excludes outlays for public buildings that are included in other categories in this table.
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Significant Factors Affecting Infrastructure Needs Assessments

Highways
1. Projected annual growth in travel t0 the Year 2011 ..........oooiiiiiiiiiiiiie ettt et e e eb e e e snn e e neeeeannes 2.15 percent
2. Annual cost to maintain overall 1993 conditions and performance on highways eligible for Federal-aid $42.8 billion (1993 dollars)
3. Annual cost to maintain overall 1994 conditions 0N Bridges ..........cccciiiiiiiiiiiiieiie e $5.1 billion (1993 dollars)
Airports and Airway Facilities
1. Airports in the National Plan of Integrated Airport Systems with scheduled passenger traffic ..........c..cccoceeeeen. 554
2. A Eraffic CONTIOI TOWEK'S ...ttt h et e bt e e e ittt e e ehe et e e b et e e e abe e e e s b e e e e nbe e e aabn e e e anbeeeasbeeeenneeenas 476
3. Airport development eligible under airport improvement program for period 1993—-1997 ..........ccccevviveeviveeerennnn. $29.7 billion ($9.4 billion for
capacity) (1992 dollars)
Mass Transportation Systems
1. Yearly cost to maintain condition and performance of rail facilities over a period of 20 years ..........ccccooevvvennene $4.2 billion (1993 dollars)
2. Yearly cost to replace and maintain the urban, rural, and special services bus fleet and facilities .................... $3.7 billion (1993 dollars)
Wastewater Treatment

1. Total remaining needs of sewage treatment faCilitieS ...t e $127.1 billion (1992 dollars)
2. Total Federal expenditures under the Clean Water Act of 1972 through 1996 ..........cccccveviiiieiiiiee e $67 billion
3. Percent of population served by centralized treatment facilities that benefits from at least secondary sewage

TrEALMENT SYSTEIMIS ...oeiiiiiiiiit ittt e e et r e e e oo et e e e e e s e e et e e e e e s b e e e et e e a4 e s R e e et e e e e e e s s e R e e et e e e sa s nnn et e e e e e s annrnnneeeeeaanns 94 percent
4, States and territories served by State Revolving Funds 51

Housing

1. Total unsubsidized very low income renter households with worst case needs (5.3 million*)

A. In severely SUDSTANAAIT UNITS .......ociiiiiiiiiiii ettt b et e b e e sae e bt esbr e e sreesbne e 0.4 million

B. With a rent burden greater than 50 PErCENT .........cooiiiii i e s e e e srb e e e sanneas 5.0 million
*The total is less than the sum because some renter families have both problems.

Indian Health (IHS) Care Facilities

1. THS hospital 0CCUPANCY FALES (L996) ......eeieiiiiiiiiiie et et e ettt e sttt e ettt e e et e e e sabb e e e sas e e e e sbeeeeabeeeeanbeeesanbeeessnneeeaneeeaannes 44.6 percent
2. Average length of stay, IHS hospitals (days) (1996) .. 4.2
3. Hospital admiSSIONS (1995) ....cccuiiiiiiiiiiiieete ettt b e bbbttt b b bt et b et nb e s 56,796
4. OULPALIENT VISITS (L1995) ...eiiiiiiiiieiitiii ettt ettt ettt ettt e ettt e e a bt e e sk et e e aabe e e e ahbe e e e bbb e e aas bt e e san b e e e ambn e e e abbeeeenbbeeeenbneeenaneeas 4,156,146
Lo =0T o TU ] F= U o T (S 4 P SUPRUR 1,434,529
O o (01 o] =1 £ TP P PP OPPPTUPPRTORE 173
b2 @ 10 1 oY= € =] ] o T ot S SRS 404
3L DOMICTIIAITIES ..ttt h et h e bt e s b et e bt ea e e b e e e b b e e nhe e e et e ekt e e bt e nb e e s beesan e e beenares 39
4. Centers for veterans 203
5. VA owned NUISING NOME DEAS .....uiiiiiiieiiiiie e ee sttt s et e st e e et e e e ssteeeesateeeese e e e asseeeennteeeaseaeesnsaeeeasseeeannseeeans 15,712

Water Resources

Water resources projects include navigation (deepwater ports and inland waterways); flood and storm damage protection; irrigation; hydro-
power; municipal and industrial water supply; recreation; fish and wildlife mitigation, enhancement, and restoration; and soil conservation.

Potential water resources investment needs typically consist of the set of projects that pass both a benefit-cost test for economic feasibility
and a test for environmental acceptability. In the case of fish and wildlife mitigation or restoration projects, the set of eligible projects in-
cludes those that pass a cost-effectiveness test.

Investment Needs Assessment References

General U.S. Army Corps of Engineers, Living Within Con-

U.S. Advisory Commission on Intergovernmental Re- Straints: An Emerging Vision for High Performance

Federal Infrastructure Investment Strategy for America, Structure Strategy Programs. Institute for Water Re-
Washington, D.C., 1993. sources, Alexandria, VA, 1995

U.S. Advisory Commission on Intergovernmental Re- _ U.S. Army Corps of Engineers, A Consolidated Per-
lations (ACIR). Toward a Federal Infrastructure Strat- formance Report on the Nation's Public Works: An Up-
egy: lIssues and Options, A-120, Washington, D.C., date. Report of the Federal Infrastructure Strategy Pro-

1992.
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gram. Institute for Water Resources, Alexandria, VA,
1995.

Surface Transportaton

Department of Transportation. 1995 Status of the Na-
tion’s Surface Transportation System: Conditions and
Performance: Report to Congress. 1995. This report dis-
cusses roads, bridges, mass transit, and maritime trans-
portation.

Airports and Airways Facilities

Federal Aviation Administration. The National Plan
of Integrated Airport Systems Report, April 1995.
Federally Assisted Housing

U.S. Department of Housing and Urban Develop-
ment, Office of Policy Planning and Development, Tab-
ulations of 1993 American Housing Survey.

Indian Health Care Facilities

Indian Health Service. Priority System for Health Fa-
cility Construction (Document Number 0820B or
2046T). September 19, 1981.

Indian Health Service. Trends
1995. 1995.

Office of Audit, Office of Inspector General, U.S. De-
partment of Health and Human Services. Review of
Health Facilities Construction Program. Indian Health

in Indian Health—

Service Proposed Replacement Hospital at Shiprock,
New Mexico (CIN A-09-88-00008). June, 1989.

Office of Audit, Office of Inspector General, U.S. De-
partment of Health and Human Services. Review of
Health Facilities Construction Program. Indian Health
Service Proposed Construction Project for the Alaska
Native Medical Center at Anchorage Alaska (CIN A-
09-89-00096). July, 1989.

Office of Technology Assessment. Indian Health Care
(OTA 09H 09290). April, 1986.

Wastewater Treatment

Environmental Protection Agency, Office of Water.
1992 Needs Survey Report to Congress. (EPA 832-R-
93-002).

Water Resources

National Council on Public Works Improvement. The
Nation’s Public Works, Washington, D.C., May, 1987.
See “Defining the Issues—Needs Studies,” Chapter 1I;
Report on Water Resources, Shilling et al., and Report
on Water Supply, Miller Associates.

Frederick, Kenneth D., Balancing Water Demands
with Supplies: The Role of Demand Management in a
World of Increasing Scarcity, Report for the Inter-
national Bank of Reconstruction and Development,
Washington, D.C. 1992.






7.

Technological innovation has accounted for at least
half of the Nation’s productivity growth in the last 50
years. We enjoy the fruits of this innovation every day
in the many technologies we have come to depend on
for our way of life, including lasers, computers, x-rays,
teflon, weather and communication satellites, jet air-
craft, microwave ovens, solar-electric cells, and human
insulin. These advances have generated millions of
high-skilled, high-wage jobs and significantly improved
our quality of life. Because our investments in research

RESEARCH AND DEVELOPMENT EXPENDITURES

and development (R&D) have paid such rich dividends,
the Administration is proposing $72.7 billion in R&D
activities in 1998. Of this total, civilian R&D will be
funded at $34.3 billion, a $1.2 billion or four-percent
increase over 1997 and an 18-percent increase since
1993. University-based research will increase to roughly
$12.9 billion, a $529 million or four percent increase
over 1997. Chapter Four of the Budget includes a dis-
cussion that contains more information on R&D activi-
ties.

Table 7-1. FEDERAL RESEARCH AND DEVELOPMENT EXPENDITURES
(Outlays, dollar amounts in millions)
Dollar Percent
19931 1997 1998 change change
actual estimate proposed 1997 to 1997 to
1998 1998
By Agency:
DEfENSE ..o 38,035 | 36,902 | 35479 | -1,423 4%
Health and Human Services ... 9,660 12,323 13,169 +846 +7%
National Aeronautics and Space Administration .......... 8,885 9,182 9,308 +126 +1%
ENEIGY oouvoiereiieieieieiieissis et 6,945 6,540 6,746 +206 +3%
National Science Foundation 1,842 2,448 2,448 0 0%
Agriculture ..........oo..... 1,455 1,522 1,539 +17 +1%
Commerce 607 885 841 -44 -5%
(11110 S 636 590 600 +10 +2%
Environmental Protection AGency ..........ccoeveeneernereens 519 494 527 +33 +7%
ONET e 1,736 1,928 2,009 +81 +4%
TOUAl oo 70,320 | 72,814 | 72,666 -148 0%
By R&D Theme:
Basic Research 12,625 14,625 14,882 +257 +2%
Applied Research . 12,437 | 14,252 | 14,540 +288 +2%
Development ..... 42,625 | 41,408 | 40,503 -905 -2%
Equipment ..... NA 973 993 +20 +2%
Facilities 2,633 1,556 1,748 +192 +12%
TOtAl oo 70,320 | 72,814 | 72,666 -148 0%
By Civilian Theme:
Basic Research 11,370 | 13,494 | 13,729 +235 +2%
Applied Research . 8511 | 10,212 | 10,569 +357 +3%
Development ..... 7,374 7,651 8,211 +560 +71%
Equipment ..... NA 530 539 +9 +2%
Facilities 1,749 1,217 1,282 +65 +5%
Subtotal 29,004 | 33,104 | 34,330 | +1,226 +4%
By Defense Theme:
Basic Research 1,255 1,131 1,153 +22 +2%
Applied Research . 3,926 4,040 3,971 -69 -2%
Development ..... 35250 | 33,757 | 32,292 | -1,465 4%
Equipment ..... NA 443 454 +11 +2%
Facilities 885 339 466 +127 +37%
SUDLOTAl ..o 41316 | 39,710 | 38,336 | -1,374 -3%
R&D Support to UNIVErSItieS .......cc.cocvirereernernerneinennn. 10,463 | 12,364 | 12,893 +529 +4%

NA = Not applicable.
1Equipment and Facilities were not collected separately in 1993.
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8. UNDERWRITING FEDERAL CREDIT AND INSURANCE

The Federal Government continues to be the largest
financial institution in the United States, with a face
value of $6.0 trillion outstanding at the end of 1996.
Of this, $165 billion is direct loans, $805 billion is loan
guarantees, and $5.0 trillion is insurance. Including
Government-sponsored enterprises (GSEs), the total
Federal and federally assisted credit and insurance out-
standing is $7.7 trillion.

These diverse financial programs offer credit for edu-
cation, housing, business, and exports, and offer insur-
ance for deposits, pensions, and other risks. They are
now facing two challenges. Like all other Federal pro-
grams, they are operating in a period of tight budgetary
constraints. And they are seeking to redefine their pur-
pose and improve their effectiveness in the context of
rapidly evolving private financial markets, that are
making some of their functions less necessary and gen-
erating both new risks and new opportunities.

The introduction to this chapter summarizes key
changes in financial markets and their effects on Fed-
eral programs. Its first section is a cross-cutting analy-
sis of the rationale for a continued Federal role in pro-
viding credit and insurance, performance measures for
credit programs, and criteria for re-engineering credit
programs so as to enhance their benefits in relation
to costs. The second section reviews Federal credit pro-
grams and GSEs for four sectors: education, housing,
business and community development, and exports, not-
ing the rationale and goals of these programs, and ana-
lyzing the efforts to improve their effectiveness. The
final section of the chapter assesses recent develop-
ments in Federal deposit insurance, pension guaran-
tees, and disaster insurance.

Evolving Financial Markets

Financial markets have been evolving rapidly in re-
cent years. Both intermediaries—banks and the many
non-bank firms engaged in financial services—and cap-
ital markets have been reaching out to new clients that
they did not serve a few years ago. Competition for
business within and across industry lines has become
more intense as legal and regulatory restrictions seg-
menting financial markets have eased. Massive
databanks and increasingly sophisticated analytical
methods are being used to find creditworthy borrowers
among people and businesses previously thought ineli-
gible for private credit. These systems are under devel-
opment and may still screen out some creditworthy cli-
ents, but they are also a relatively inexpensive way
of screening new potential borrowers.

Moreover, funds are flowing more readily to their
most productive uses across the country and around
the world. Interstate banking and branching are nation-
wide except for a few states that have opted out. Cap-

ital market financing is available to smaller companies
and for a broader range of purposes than before. Sec-
ondary markets are the main source of financing for
mortgages, and a rapidly growing source of financing
for household durables, consumer credit, and small
business loans. Nonbanks and nonfinancial firms that
sell construction, equipment, and supplies are helping
to funnel funds from capital markets to small clients
in cities and in rural areas.

Fast and cheaper information and communications
systems have revolutionized “back office” functions.
These can be consolidated to achieve economies of scale
and located anywhere in the world where capable help
is available and economical. From these locations, com-
munications can bring the “back office” to the front
line on a computer terminal in the office of any realtor
or supplier or in any storefront or kiosk. From a timely
information base, credit servicing and workout have be-
come much more efficient, driven by benefit/cost cal-
culations.

Impact on Federal Programs

These changes are affecting the roles, the risks, and
the operations of Federal credit and insurance pro-
grams.

e In some cases, private credit and insurance mar-
kets may evolve sufficiently to take over functions
that were previously left to Federal programs.
More likely, they may take away the best risks
among those who have been borrowing from the
Government or with its guarantee, leaving the
Federal program facing a smaller pool of riskier
clients. If the Government is aware of this in time,
the result may be new benefit/cost calculations
that might help to redesign—or to end—the pro-
gram. If the Government is caught unaware, the
result may be greater cost for the taxpayers.

e At the same time, Federal programs can take ad-
vantage of the growing private capability. They
can leverage it to provide additional assistance
to their clients. With careful attention to the in-
centives faced by the private sector, they can de-
velop a variety of partnerships with private enti-
ties. And they can contract with the private sector
wherever it can provide specific credit servicing,
collection, or asset disposition services more effi-
ciently.

Insurance programs, too, are affected by the evolution
of the financial marketplace. That is most obvious for
deposit insurance, which now backs a recovered, con-
solidating industry, but one that has assumed the risks
inherent in providing a growing array of increasingly
sophisticated services, including many off-balance sheet
activities, often on a world-wide basis. It is also true
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for pensions, where the Government guarantees defined
benefit plans, but defined contribution plans play an
increasing role—attracting the support of younger
workers in an aging workforce. And it is true for disas-
ter insurance, where private firms are gaining a better
understanding of their risks and exploring ways to di-
versify them in capital markets.

In this changing environment for Federal credit and
insurance programs, this chapter asks three questions.

First, what is our current understanding of the roles
of these programs? Second, how well are they achieving
their goals? And finally, could these programs be re-
engineered to achieve greater benefits in relation to
costs? The third question marks the beginning of a
research project, cutting across all programs, which will
continue over the next year.

I. A Cross-cutting Assessment

The Federal Role

In most lines of credit and insurance, the private
market efficiently allocates resources to meet societal
demands, and Federal intervention is unnecessary.
However, there are situations where Federal interven-
tion may improve on the market outcome. The following
are six standard situations where this may be the
case,1 together with some examples of Federal pro-
grams that seek to address them.

* Information failures occur when there is an asym-
metry in the information available to different
agents in the marketplace. A common Federal
intervention in such cases is to require the more
knowledgeable agent, such as a financial institu-
tion, to provide certain information to the other,
for example, the borrower or investor. A different
sort of information failure occurs when the private
market deems it too risky to develop a new finan-
cial instrument or market. This is rare nowadays,
but it is worth remembering that the Federal Gov-
ernment developed the market for amortized,
fixed-rate mortgages and started other innovations
in housing finance.

* Externalities occur when people or entities either
do not pay the full cost of their activities (e.g.,
pollution) or do not receive the full return. Federal
credit assistance for students is justified in part
because, although people with more education are
likely to have higher income and even better
health, they do not receive the full benefits of
their education. Their colleagues at work, the resi-
dents of their community, and the citizens of the
Nation also benefit from their greater knowledge
and productivity.

* Economic disequilibrium is a third rationale for
Federal intervention. This is one rationale for de-
posit insurance. If many banks and thrifts are
hurt simultaneously by an economic shock, such
as accelerating inflation, and depositors have a
hard time knowing which ones may become insol-
vent, deposit insurance prevents a contagious rush
to withdraw deposits that could harm the whole
economy.

1 Economics textbooks also list pure public goods, like national defense, where it is difficult
or impossible to exclude people from sharing the full benefits of the goods or services
once they have been produced. It is hard to imagine credit or insurance examples in this
category.

e Failure of competition, resulting from barriers to
entry, economies of scale, or foreign government
intervention, may also argue for Federal interven-
tion—for example, by reducing barriers to entry,
as has often been done recently, by negotiating
to eliminate or reduce foreign government sub-
sidies, or by providing countervailing Federal cred-
it assistance to American exporters.

» Incomplete markets occur if producers do not pro-
vide credit or insurance even though customers
might be willing to pay for it. One example would
be catastrophic insurance, where there is a small
risk of a very large loss; a disaster that occurred
sooner rather than later could bankrupt the in-
surer even if premiums were set at an appropriate
level. Another example is caused by “moral haz-
ard” problems, where the borrower or insured
could behave so as to take advantage of the lender
or insurer. This is the case for pension guarantees,
where sponsors might underfund plans, and for
deposit insurance, where banks might take more
risk to earn a higher return. In these cases, the
Government's legal and regulatory powers provide
an advantage in comparison with a private in-
surer.

e In addition to correcting market failures, Federal
credit programs are often used to redistribute re-
sources by providing subsidies from the general
taxpayer to disadvantaged segments of the popu-
lation or regions.

In reviewing its credit and insurance programs, the
Federal Government must continually reassess whether
the direct and indirect benefits to the economy exceed
the direct and indirect costs. This assessment should
include the costs associated with redirecting scarce re-
sources away from other investments. In some situa-
tions, the market may have recently become capable
of providing financial services, and older Federal pro-
grams may need to be modified or ended to allow pri-
vate markets to develop. Private providers in similar
circumstances might go bankrupt, merge, or change
their line of business; for Federal programs, a policy
decision and usually a change in law are needed to
eliminate overcapacity. In other instances, Federal pro-
grams may be redesigned to encourage the development
of private credit market institutions or to target Federal
assistance more efficiently to groups still unable to ob-
tain credit and insurance in the private market.
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What Are We Trying to Achieve?

If the main Federal role is to provide credit and in-
surance that private markets would not provide—to
stretch the boundaries in providing credit and insur-
ance—the Federal goal is to achieve a net impact that
benefits society. Together, these objectives make the
standard for success of a Federal credit or insurance
program even more daunting than for a private credit
or insurance firm.

For credit and insurance, as for all other programs,
implementation of the Government Performance and
Results Act (GPRA) will help to assess whether pro-
grams are achieving their intended results in practice—
and will improve the odds for success. GPRA requires
agencies to develop strategic plans in consultation with
the Executive, the Congress, and interested parties; this
process should refine and focus agency missions. The
strategic plans set long-range goals, annual perform-
ance plans set milestones to be reached in the coming
year, and annual performance reports will measure
agency progress toward achieving their goals.

GPRA defines four kinds of measures for assessing
programs: inputs (the resources used), outputs (the
goods or services produced), outcomes (the gross effects
on society achieved by the program), and net impacts
(the effects net of those that would have occurred in
the absence of the program, e.g., with private financ-
ing). For credit and insurance programs, interesting
interrelationships among these measures provide the
keys to program success.

Net impacts measure the net effect of the program
on intended outcomes compared with what would have
occurred in the absence of the program; they exclude,
for example, effects that would have been achieved with
private credit in the absence of the program. Among
the net impacts toward which Federal credit programs
strive are: a net increase in college graduates, a net
increase in home ownership, a net increase in small
businesses, a net increase in exports, and a net increase
in jobs.

For credit programs, the first key to achieving any
of these net impacts is outreach. In the spirit of the
Federal role, programs need to identify borrowers who
would not get private credit. They need to reach out
to under-served populations (e.g., low-income or minor-
ity people) and neighborhoods (urban and rural). They
need to encourage the start-up of new activities (e.g.,
beginning farmers, new businesses, new exporters). And
they need to reach their legislatively targeted popu-
lations (students, veterans). Federal lending is often
directed to higher risk borrowers, or for higher risk
purposes. In order to assist certain target groups or
encourage certain activities, credit may be extended for
longer periods or at a lower cost to the borrower.

Achieving program objectives, however, also means
finding ways to assist those borrowers at the boundary
of private credit markets to repay their loans. This
is not just a financial goal; it is necessary to achieve
the program’s social purpose. Education that enhances

income is associated with repayment of student loans.
Home ownership requires mortgage repayment. Re-
maining in business with a good credit rating requires
repayment of small business, farm, and export loans.
And loan repayment is inherent in program cost-effec-
tiveness. Moreover, when the Federal Government
bears risk for less creditworthy borrowers and does so
in a way that fails to assist them to repay, they strug-
gle with high debt burdens and are left with poor credit
records.

With implementation of the Federal Credit Reform
Act of 1990, Federal credit programs began to reconcile
the tension between giving help to certain groups or
for certain purposes and “business-like” financial man-
agement. With the implementation of GPRA, they may
begin to see program success and financial success as
two facets of the same goal. The challenge is usually
to identify “boundary” borrowers and to structure the
loan and its servicing (including technical assistance)
so as to pull those borrowers toward financial and pro-
grammatic success. In some cases, savings from im-
proved credit program management may be reinvested
to pull more borrowers across that boundary.

Outputs and Outcomes, therefore, have an inter-
relationship which is crucial to the performance of cred-
it programs. The most obvious output of Federal credit
programs is the number and value of direct loans origi-
nated or loans guaranteed. But volume alone does not
achieve the objectives of Federal credit programs; in-
deed, large volume or market share may be a sign
of displacement of private lenders. Loans must have
certain characteristics in order to achieve the desired
outcomes and net impacts; these characteristics are
therefore part of desired program output.

Because of the Federal role, output measures should
include an estimate of the percent of loans or guaran-
tees originated going to borrowers who would otherwise
not have access to private credit, and the percent of
loans or guarantees originated going to specific target
groups (e.g., veterans) or for specific purposes. Because
of the Federal goal, output measures should include
the percent of loans or guarantees that are current.
This should be compared with the percent that were
expected to be current at this point in the repayment
cycle.

To assess the latter, program data should be analyzed
to determine whether repayment prospects are en-
hanced by particular characteristics of loan structure
(such as higher initial borrower equity), of loan origina-
tion (such as verifying borrower financial status), of
loan servicing (such as prompt counseling), or of guar-
antee conditions (such as lender risk-sharing). When
such characteristics help to control the cost of credit
programs and to achieve desired outcomes, then these
characteristics should be measured as part of the pro-
gram’s output.

The linkage between such output characteristics and
the outcomes of Federal credit programs is not always
fully recognized. For example, one desired outcome is
to reach under-served populations or neighborhoods; to
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achieve this outcome, it would be useful to monitor
whether loans are going to borrowers who would not
otherwise have access to credit or to specific target
groups. Other desired outcomes include supporting in-
vestment important to the economy, encouraging start-
up of new activities, or contributing to sustained eco-
nomic development. To achieve these outcomes, it would
be useful to monitor whether the program’s loans and
operating procedures have characteristics that would
enhance borrower repayment.

Inputs. Program cost is also a performance measure.
For credit and insurance programs, it is a continuing
challenge to understand and control the risks that the
Government assumes and to measure the inherent cost.
This is especially true in view of the rapid changes
in financial markets discussed above and the increas-
ingly complex financial instruments.

The net present value subsidy cost of Federal credit
programs, cumulated over time for each cohort of the
program’s loans or loan guarantees, is the main input.
Another is the administrative cost of the program, in-
cluding the cost of credit extension, direct loan servicing
and guaranteed loan monitoring, collecting on delin-
guent loans and collateral, and other administrative
costs such as policymaking or systems development.

The relationship between subsidy and administrative
costs is another crucial one for the success of credit
programs. Careful servicing of loans, for example, can
reduce default costs, and perhaps total program costs.
So good servicing is good financial management for the
taxpayer. But good servicing is also an art, which can—
by helping borrowers to repay—help to achieve the pro-
gram’s performance objectives. Private servicing of
loans offers many examples of the gains from matching
repayment to the borrower’s flow of income, treating
borrowers in different circumstances differently, and in
other ways maximizing the borrower’'s chances to make
good.

In sum, there are three relationships that seem to
hold the key to excellence in credit program perform-
ance: the relationship between repayment and the
achievement of program objectives, the relationship be-
tween the characteristics of credit program outputs and

Program Justification

desired outcomes, and the relationship between subsidy
cost and good servicing and program administration.
Another important key to success is the speed with
which the program adapts to market changes, including
its ability to provoke or harness private markets to
meet the Federal goals.

Principles for Re-engineering

In order to improve the effectiveness of Federal credit
programs, OMB will be working with agencies over the
next year to identify ways to re-engineer credit manage-
ment. In particular, this effort will focus on improving
servicing, will consider consolidation of functions such
as data collection and asset disposition, will rely on
the private sector when that would improve efficiency,
will devise incentives to improve management and re-
duce cost, and will ensure the development of detailed
data for program management and subsidy estimation.

The focus will be on managing the servicing, workout,
and sale of any collateral as efficiently as possible. For
example, why does the Federal Government pay claims
on guaranteed loans and handle the workout, instead
of leaving this to the originating lender? Why does the
Government take over collateral? How do the timing
and results of our asset disposition compare with pri-
vate practice? Why do we make loans to finance pur-
chases of collateral? What incentives and penalties
would be useful for programs and program staff? For
guaranteed loan originators? For contractors who serv-
ice Federal loans or dispose of collateral?

A tentative set of principles for re-engineering credit
programs has been developed that builds on OMB Cir-
cular A-129 and initial research. These will be cir-
culated for agency comment and modified by lessons
learned from additional research over the next year.
The resulting principles are intended to improve the
performance of Federal credit programs in the years
ahead. Because private markets are extending credit
where it was formerly unavailable, and because there
is little purpose to re-engineering programs which are
not justified, these principles start with basic questions
of program justification. But their main focus is on
how programs should be carried out.

1.  Credit assistance should be provided only when it has been demonstrated that private credit markets cannot
achieve clearly defined Federal objectives. What is the objective? Is access to private credit available? If
not, why not? If so, why and to what extent should private terms and conditions be supplemented or sub-

sidized?

2. Credit assistance should be provided only when it is the best means to achieve Federal objectives. Can pri-
vate credit markets be developed? Can market imperfections be overcome by information, regulatory
changes, or other means? Would small grants for downpayments, capitalization for State, local, or non-
profit revolving funds, or other approaches be more efficient?

3. Credit assistance should be provided only when its benefits exceed its cost. Analyze benefits and costs in ac-

cordance with OMB Circular A-94.
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Program Design

4.  Credit programs should minimize substitution for private credit. What features of program design minimize
displacement? Encourage and supplement private lending? To what extent is credit for this objective ex-
panded by this program compared with what would be available in the absence of the program? What is
the economic cost of the lending bumped from the credit queue?

5.  Credit programs should stretch their resources and better meet their objectives by controlling the risk of de-
fault. What features of program design minimize risk? Are there incentives and penalties for loan origi-
nators and servicers to minimize risk? What features of the loan contract, the process of origination, the
guality of servicing, and the workout procedures minimize risk? Do borrowers have an equity interest? Is
maturity shorter than the economic life of the asset financed? Are the timing and amount of payment
matched with availability of resources? Is timely reminder and technical assistance provided? How well
is risk understood, measured, and monitored?

6. Credit programs should stretch their resources to better meet their objectives by minimizing cost; most
should be self sustaining. Do fees and interest cover the Government's cost, including administration?
Are interest rates specified as a percent of market rates on comparable maturity Treasury securities?
Are charges for riskier borrowers proportional to their higher cost?

Program Operations

7.  Credit programs should take advantage of the capacity, flexibility, and expertise available in competitive
private markets unless the benefits of direct Federal operations can be shown to exceed the cost. Private fi-
nancial institutions may offer convenient access for borrowers, potential for graduation to private credit,
economies of scale, ready adjustment to changing volume or location of loans, and knowledge of current
credit conditions and techniques.

8.  The lender (in the case of a loan guarantee), the servicer, and the providers of workout and asset disposition
services should have a stake in the successful and timely repayment of the loan or collections on claims
and collateral. Originators of guaranteed loans should bear a share of each dollar of default loss, and—
unless other arrangements can be shown to be more cost-effective—should be responsible for handling
workout. Each contract should include incentives for good performance, and penalties, including loss of
business, for poor performance. The duration and scope of each contract or agreement should be limited
so as to maximize specialization and competition, unless those are offset by economies of scale in oper-
ations and monitoring.

9. Criteria should be established for lender participation in Federal loan guarantee programs, servicers, and
providers of workout and asset disposition services. These should include financial and capital require-
ments for lenders and servicers not regulated by a Federal financial institution regulatory agency, and
may include fidelity/surety bonding and/or errors and omissions insurance, qualification requirements for
officers and staff, and requirements of good standing and performance in relation to other contracts and
debts. Lenders transferring and/or assigning servicing, and lenders or servicers transferring and/or as-
signing workout or asset disposition must use only entities which have qualified under the Federal par-
ticipation criteria.

10. When there are economies of scope or scale, the data gathering and analysis, servicing, debt collection, work-
out, asset disposition, or other functions of specific credit programs should be combined or coordinated.
The sequence of operations should be streamlined, and accountability for each step clearly defined.

Program Monitoring

11. Each program should maintain or receive monthly loan-by-loan transaction data and a system whereby this
information triggers servicing, workout, and follow-up actions. These data shall be linked by loan number
to an analytical database showing characteristics of loans, borrowers, projects financed, financial infor-
mation, credit ratings, and other data in a form suitable for use in subsidy estimation and loan pricing.

12. Each program should design and carry out steps to foresee problems, and to inspect, audit, and assess the
program’s operations. Methods should be benchmarked against the best practices used elsewhere. The
program and its lenders, servicers, and other contractors should experiment with and assess ways in
which the effectiveness or efficiency of the program might be improved or costs reduced.
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Il. Credit in Four Sectors

Education Credit Programs and GSEs

Student Loans

The Federal Government helps to finance student
loans through two major programs: the Federal Family
Education Loan (FFEL) program and the Federal Direct
Student Loan (FDSL) program. Eligible institutions of
higher education include public and private 2-year and
4-year institutions as well as vocational training
schools. Schools may choose to participate in either pro-
gram. Loans are available to students and their parents
regardless of income. Borrowers with lower family in-
comes are eligible for higher interest subsidies.

Overall student loan volume is expected to increase
by almost 40 percent over the next five years. In 1997,
lending (excluding amounts for promissory notes that
never result in loans) is expected to be $34 billion,
of which $7 billion is for consolidation of existing loans
and the remainder is for new loans. By 2002, lending
is expected to increase to $47 billion, of which $10
billion is for consolidations. The projected volume in-
crease continues current trends, which have seen loan
levels rise dramatically over the past 10 years. The
principal causes of this increase—both to date and in
the future—are steadily rising educational costs, higher
loan limits, and a growing population of eligible borrow-
ers.

The Federal Family Education Loan program pro-
vides loans to students and parents through a complex
administrative structure involving over 7,000 lenders,
32 State and private guaranty agencies, 90 participants
in the secondary markets, and 7,300 participating
schools. Under FFEL, banks lend private capital to stu-
dents and parents, guaranty agencies insure the loans,
and the Federal Government reinsures the loans
against borrower default. In addition to paying for de-
faults, the Federal Government provides interest and
administrative subsidies to banks and guaranty agen-
cies.

The Federal Direct Student Loan program was au-
thorized by the Student Loan Reform Act of 1993 to
enable students and parents more easily to obtain and
repay loans than was possible under the FFEL pro-
gram. Under FDSL, the Federal Government provides
loans directly to borrowers, thus eliminating the rein-
surance and subsidization of private lenders. The pro-
gram has several key advantages over the FFEL pro-
gram:

* Borrowers may choose from a variety of repay-
ment options, including income contingent repay-
ment. This gives them a wider range of options
in pursuing public service careers and managing
their finances.

» Application and repayment processes are stream-
lined for borrowers and schools, eliminating sub-
stantial paperwork and long lines at campus fi-
nancial aid offices.

* Loan servicing and default collection is handled
by contractors selected through competitive bid-
ding processes. This ensures that the Federal Gov-
ernment obtains high quality administrative serv-
ices at the lowest price possible. The FFEL pro-
gram, by contrast, guarantees payments to all par-
ticipating lenders and guaranty agencies based on
fixed rates set by law, without regard to how well
their services are performed.

» The simplified program structure is more manage-
able and significantly less vulnerable to fraud and
abuse. In 1995, the Inspector General issued a
clean audit opinion of the program, the first time
a clean audit has ever been received by any of
the Department’s student loan programs.

Reform proposals. The Administration continues to
support allowing individual institutions to choose
whether to participate in FFEL or FDSL. To improve
both programs for students and taxpayers, the 1998
Budget includes proposals for reducing borrower fees,
matching subsidies more closely with lender costs, and
restructuring the guaranty agency system. These pro-
posed changes will achieve savings of $3.5 billion over
five years.

The U.S. General Accounting Office and Federal
courts have acknowledged that the Federal Government
is the actual guarantor of loans made under FFEL.
The State and non-profit intermediaries in FFEL act
as agents of the Federal Government; there are no non-
Federal funds at risk. Guaranty agencies are not inde-
pendent guarantors, but are in fact administrators of
the Federal guarantee. The Administration proposes to
end a system in which the guaranty agencies hold Fed-
eral funds from which they pay default claims. Instead,
direct Federal payments will cover default claims.
Guaranty agencies therefore no longer need to hold
Federal funds in reserve, making possible the return
of $2.5 billion in reserve funds over five years.

To improve accountability for the Federal guarantee,
the Secretary’s agreements with guaranty agencies will
be revised and will be subject to periodic recertification.
They will include specific, publicly released performance
information—confirmed by reliable audits—to ensure
the submission of timely, accurate, and consistent data
for management purposes. The Secretary will have au-
thority to move to a system of performance-based con-
tracts for the administration of the guarantee, rather
than designation of intermediary agencies.

The Department of Education continues to work to
reduce default costs and to eliminate excessive sub-
sidies to financial intermediaries. In the “gatekeeping”
operation—that is, the process for certifying schools for
eligibility for Federal student aid—the Department is
attempting to identify high-risk institutions and target
its regulatory and enforcement efforts on these institu-
tions. Through its legislative proposals, it attempts to
reduce defaults through revised incentives to lenders
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and guaranty agencies, and increased lender risk-shar-
ing—from 2 percent to 5 percent. To minimize unneces-
sary subsidies to lenders, the Administration proposes
to continue the current policy of providing a lower inter-
est rate when students are in school, reflecting lenders’
lower servicing costs during that period. This also re-
duces interest payments by parents and some students.

Performance Measures and Management. The
Department of Education has collected longitudinal
data showing that student loans enable college students
from low-income backgrounds to progress academically
and attain college degrees at the same rate as middle-
income students whose families have had sufficient fi-
nancial resources to avoid borrowing. Work continues
on performance indicators for a broad spectrum of pol-
icy objectives that are comparable for both the direct
and guaranteed programs. These indicators will meas-
ure efficiency, Federal costs, and financial management,
as well as borrower and institutional satisfaction. The
Department is engaged in an extensive review of its
information technology systems needed to manage the
student loan programs, in accord with requirements of
the Information Technology Management Reform Act
of 1995, to ensure that investments in these systems
are cost effective and provide high quality service to
users.

Sallie Mae and Connie Lee

Sallie Mae. The Student Loan Marketing Associa-
tion is a for-profit, shareholder-owned corporation char-
tered by Congress in 1972. Its purpose is to expand
funds available for student loans by providing liquidity
to lenders participating in the FFEL program. Sallie
Mae purchases insured student loans from eligible lend-
ers and makes warehousing advances (secured loans
to lenders). It currently holds about one-third of all
outstanding guaranteed student loans. Sallie Mae also
has authority to finance academic facilities and equip-
ment.

Connie Lee. The College Construction Loan Insur-
ance Association was created by the Higher Education
Amendments of 1986 to insure and reinsure the financ-
ing of postsecondary education facilities. In 1988, the
Department of Education helped provide initial financ-
ing of the corporation by purchasing, with appropriated
funds, $19 million of newly issued common stock. Sub-
sequently, the corporation sold additional stock to insti-
tutional investors.

Privatization. Legislation has been enacted to pri-
vatize (or terminate) both education GSEs.

In response to an Administration proposal to pri-
vatize Sallie Mae, Congress passed and the President
signed on September 30, 1996, legislation laying out
a process for restructuring Sallie Mae and eventually
cutting its ties to the Federal Government. Under the
new law, the shareholders have a choice. If they vote
within eighteen months to restructure Sallie Mae, a
holding company would be established that would own
the outstanding Sallie Mae common shares. There are
no limits in the statute on the types of business in
which this holding company could engage. Sallie Mae's
funds and assets would be maintained separately from
the funds and assets of the holding company, and could
be used only for Sallie Mae's GSE activities. Sallie Mae
could continue to buy student loans until September
30, 2007, and would cease to exist on September 30,
2008. If the shareholders vote not to authorize the re-
structuring, Sallie Mae is required to submit a plan
by July 1, 2007, for winding up its GSE activities by
July 1, 2013, on which day Sallie Mae would cease
to exist.

In 1996, the Administration proposed and Congress
approved legislation to privatize Connie Lee by repeal-
ing the corporation’s enabling legislation and requiring
the Federal Government to sell, and Connie Lee to
purchase, the corporation’s federally owned stock. This
sale will occur during fiscal year 1997, and proceeds
will be used to finance public elementary and secondary
school facility construction and repair within the Dis-
trict of Columbia. The corporation will continue to in-
sure debt of educational institutions, including Histori-
cally Black Colleges and Universities and academic in-
stitutions which have lower investment-grade credit
ratings. Free from previous Federal restrictions, the
corporation will be able to guarantee bonds in other
market sectors and diversify into new products and
services.

Housing Credit Programs and GSEs

The Government provides loans and loan guarantees
to expand access to home ownership to people who
would not qualify for a conventional mortgage. It also
helps to finance rental housing for low-income persons.
Housing credit programs run by the Departments of
Housing and Urban Development (HUD), Agriculture
(USDA), and Veterans Affairs (VA) supported over $100
billion in loan and loan guarantee commitments in
1996, helping over 1.3 million households.
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Federal Housing Administration

The Federal Housing Administration (FHA) provides
mortgage insurance that expands access to homeowner-
ship to people who lack the savings, income, or credit
history to qualify for a private mortgage. It also pro-
vides credit to finance the purchase, construction, and
rehabilitation of rental housing for low-income persons.

FHA's Mutual Mortgage Insurance (MMI) Fund helps
increase access to single-family mortgage credit. In
1996, the MMI Fund guaranteed over $59 billion in
mortgages for over 739,000 households. Total MMI
Fund insurance outstanding at the end of 1996 was
$364 billion. Fees and premiums paid to the MMI Fund
fully offset program costs; thus, the program is self-
sustaining without an annual credit subsidy appropria-
tion from Congress. FHA's General Insurance and Spe-
cial Risk Insurance (GI/SRI) Fund provides for a num-
ber of specialized mortgage insurance programs, includ-
ing the insurance of loans for property improvements,
as well as for cooperatives, condominiums, housing for
the elderly, rental housing, and hospitals. In 1996, the
GI/SRI Fund guaranteed over $12 billion in mortgages
for over 301,000 households. The GI/SRI fund requires
a credit subsidy appropriation for the cost of multi-
family insurance. In addition, the budget projects $5
billion of net insurance costs for multi-family projects
will be recognized over the next three years. The Ad-
ministration’s Portfolio Reengineering proposal will
help to reduce both these mandatory insurance costs
and future discretionary rental assistance costs for
these properties.

First-time homebuyers make up over two-thirds of
FHA's insurance business each year. Very low-income
and minority homebuyers, and buyers living in under-
served areas are a growing proportion of FHA's single-
family business. In 1995, 29 percent of FHA mortgage
insurance was provided to African-American and His-
panic borrowers—an increase from 18 percent in 1992
and higher than the 14 percent in the entire conforming
market. In 1995, 41 percent of FHA's insurance was
provided in underserved areas—an increase from 36
percent in 1992 and higher than the 30 percent for
the entire market's lending. In 1995, 18 percent of
FHA's home purchase loans were made to very-low-
income borrowers, while the comparable figure for the
whole conforming market was 15 percent.

Reengineering FHA Programs. FHA is streamlin-
ing and reorganizing its single-family operation. At the
beginning of 1996, the FHA single-family program was
administered by a staff of about 2,200; over the next
three years, staff levels are projected to decline dra-
matically, contributing significantly to achieving the
Department’s overall downsizing goals.

To ensure staff reductions are accomplished without
diminishing performance, downsizing is being accom-
plished by prudent consolidation of functions much as
private sector counterparts have undergone in the last
decade, along with core business process reengineering,
greater use of technology, and contracting out work

more efficiently performed by the private sector. FHA
has begun consolidating operations currently in 81 field
offices into three Homeownership Centers. Two more
are under consideration. New statutory authority to del-
egate endorsement responsibility to lenders is being im-
plemented. Automated underwriting systems are being
piloted. Three demonstrations using contractors to man-
age property disposition functions are also underway.

Sale of defaulted single-family and multifamily mort-
gages is another tool to reduce workload and allow a
smaller staff to maintain focus. FHA has sold about
79,000 nonperforming mortgages over the past two
years, for proceeds of $5.4 billion. These sales have
allowed FHA to cut dramatically its backlog of troubled
mortgages and focus its staff on such core functions
as mortgage originations and prevention of future de-
faults. These sales have saved $1.6 billion for the Fed-
eral Government, compared to the estimated cost of
holding the mortgages in FHA's portfolio. Proceeds
above the estimated value to Government have been
used to fund other initiatives and to reduce the deficit.

Starting in 1997, FHA intends to test the viability
of sharing single-family mortgage risk between the Fed-
eral Government and other partners, including private
mortgage insurers and State agencies. Pilot agreements
are being negotiated. The Government's goal will be
to pair the greater flexibility of the risk-sharing partner
to innovate with new products and delivery systems
to reach underserved markets with the Federal Govern-
ment's capacity to assume risk. If an agreement offering
the Government acceptable levels of risk, economic
value, and public benefit is reached, the pilot will test
the proposition that partners can provide greater effi-
ciencies through counseling, underwriting, servicing
and property disposition.

The Administration will continue to address long-
standing problems in the properties which have FHA-
insured mortgages and also receive rental subsidies for
low-income tenants. Multi-family Portfolio Reengineer-
ing will generate $1.3 billion in discretionary savings
over five years by reducing over-subsidized rents to
market levels. However, this reduces project income
and necessitates writing down the mortgages on these
properties to the level that market rents will support—
resulting in claims on the FHA fund. HUD will seek
authority to use third-party partners to make this mort-
gage restructuring a proactive process that improves
the quality of assisted housing and expands housing
choices. Enacting this authority would produce $665
million in mandatory savings.

Current appropriations provisions support this objec-
tive by limiting, with some exceptions, renewal of as-
sistance contracts to 120 percent of the applicable fair
market rent. If these limitations continue, FHA will
need enhanced authorities to manage mortgage
restructurings for the large number of affected prop-
erties. Without such authority, FHA will not have the
ability to realize potential savings from the restructur-
ing.
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Rural Housing Insurance Fund

While credit availability in rural communities has
increased dramatically over the years, USDA's Rural
Housing Service (RHS) credit programs are still needed.
Many rural counties are served by only one or two
banks, implying that credit may not be available on
competitive terms. Moreover, many rural areas have
substandard housing for low-income residents, and a
lack of rental housing.

RHS provides subsidized single-family direct loans
(502 direct) to very-low and low-income borrowers un-
able to get credit elsewhere to purchase, rehabilitate,
or repair homes. Single-family loan guarantees (502
guarantee) cover up to 90 percent of an unsubsidized
home loan. The multi-family direct loan program (515
direct) generally lends to private developers to construct
and rehabilitate rental housing for low- and moderate-
income households, elderly households, or handicapped
individuals. RHS’s direct loan programs offer interest
rates below the Treasury rate; single-family direct loans
can reach 100 percent of a home’s appraised value.
For 1998, the Administration estimates that the com-
bined direct and guaranteed single-family housing loans
of $4 billion (an increase of 22 percent over 1997) would
allow for 64,000 new homeowners. The requested multi-
family loan level of $150 million (unchanged from 1997
enacted) would provide 2,000 new rental units for rural
Americans.

Improving Service and Reducing Costs. In
1997-98, RHS will install a new system that will cen-
tralize servicing for its 650,000 single-family direct loan
borrowers, previously carried out in over 1,000 county
offices. This should provide better servicing with 1,500
fewer employees. The National Performance Review an-
ticipates this will save $250 million over five years.

Legislative proposals for 1998 would allow single-fam-
ily direct loans to be refinanced using guarantees, thus
helping borrowers to graduate to private credit. The
refinanced loans would be relatively low-risk because
the borrowers would have built up equity in their
homes. Another proposal would require a “balloon pay-
ment” for the multi-family housing direct loan program.
All new multi-family loans would have a 30-year term
with payments based on a 50-year amortization. This
would lower the subsidy rate, and match the loan term
more closely to the asset’s useful life, thus providing
an incentive for the borrower to better maintain the

property.
Department of Veterans Affairs

The Department of Veterans' Affairs (VA) assists vet-
erans, members of the Selected Reserve, and active
duty personnel to purchase and retain homes as a rec-
ognition of their service to the Nation. The main objec-
tive of VA’'s loan program is to facilitate mortgage lend-
ing by private lenders for the purchase, construction,
or improvement of homes occupied by veterans and
their families. More than 29 million veterans and serv-
ice personnel are eligible for VA financing. The pro-

grams substitute the Federal guarantee for the borrow-
er's downpayment. In 1996, VA will provide $2.9 billion
in loan guarantees at a subsidy rate of 0.42 percent.
For veterans unable to obtain private home financing
with the guarantee, VA provides direct loans. In addi-
tion, through its “vendee loan” program, VA offers seller
financing to purchasers of VA-owned properties ac-
quired through defaults. In 1996, VA will provide $1.3
billion in direct loans at a subsidy of 1.76 percent.

The home loan program was originally created to as-
sist service members returning from World War Il in
readjusting to civilian life. The program was designed
to place veterans on equal terms with their civilian
counterparts when they returned from the War. Since
its creation, several legislative changes have modified
the program. The amount of the entitlement has been
increased, and the benefit extended to active-duty mili-
tary and members of selective reserves. Approximately
20 percent of the population who use this benefit now
are active-duty military, and the remaining 80 percent
are veterans.

Improving Service and Efficiency. As the veterans
population declines and technology improves, the qual-
ity of service should continue to improve. The program’s
goal is to provide veterans with complete and timely
access to their loan guaranty benefit while minimizing
the costs of the program. Ongoing studies will continue
to assess the efficiency and effectiveness of the delivery
of these programs.

VA's loan processing, loan servicing, and claims func-
tions will continue to be consolidated from forty-five
Regional offices across the United States to eight Re-
gional Loan Centers (RLCs). This will improve respon-
siveness to customer needs and expectations, improve
service delivery and benefit claims processing, and en-
sure the best value for the taxpayer's dollar. When
completed in 2002, this consolidation is expected to save
$26 million.

In 1998, VA plans to turn increasingly to automation
to improve service delivery while decreasing operating
costs in the home loan programs. Specifically, VA is
developing Electronic Data Interchange (EDI) capability
with lenders, servicers, and appraisers to automate loan
processing and servicing.

Fannie Mae and Freddie Mac

Fannie Mac and Freddie Mac, the largest Govern-
ment-sponsored enterprises (GSEs), are the dominant
firms in the secondary market for conventional mort-
gages. As of September 1996, Fannie Mae and Freddie
Mac had outstanding $1.4 trillion in mortgages pur-
chased or guaranteed. These GSEs engage in two main
lines of business: they issue and guarantee mortgage-
backed securities (MBS), and they hold portfolios of
mortgages, MBS, and other mortgage-related securities
that they finance by borrowing.

The Federal Housing Enterprises Safety and Sound-
ness Act of 1992 reformed Federal regulation of Fannie
Mae and Freddie Mac. This Act created the Office of
Federal Housing Enterprise Oversight (OFHEO) to
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manage the Government’s exposure to risk by conduct-
ing examinations and setting risk-based capital require-
ments based on a stress test model. OFHEO has solic-
ited public comment on a variety of issues related to
a risk-based capital regulation and, in June 1996, pub-
lished the first of two Notices of Proposed Rulemaking
on risk-based capital.

As required by the 1992 Act, the Secretary of Housing
and Urban Development issued a final regulation at
the end of 1995 that established new goals for Fannie
Mae and Freddie Mac to foster credit for lower-income
families and under-served communities. The regulation
requires each entity in 1997 through 1999 to devote
42 percent of its mortgage purchases to finance dwell-
ing units that are affordable by low- and moderate-
income families, 24 percent of its purchases to finance
units in areas with low average incomes and high con-
centrations of minority residents, and 14 percent of its
purchases to finance units that are special affordable
housing for very-low-income families and low-income
families living in low-income areas. During 1993-95,
the GSEs were subject to transitional goals. As the
final goals were substantially revised from the transi-
tional goals, the level of the goals in 1996 was slightly
lower than the level required during 1997-99 in order
to provide an interim period for the GSEs to implement
strategies to achieve them over time. Fannie Mae con-
sistently achieved the required level of the three hous-
ing goals during the 1994-96 period. Freddie Mac
achieved the low- and moderate-income goal and the
special affordable housing goal in 1994 and 1995 but
did not achieve the transitional geographically targeted
goal, which was defined in terms of central cities. In
1996, Freddie Mac achieved the required level of per-
formance for all three housing goals.

Fannie Mae and Freddie Mac have come under in-
creasing scrutiny in recent years as they have increased
their profits and size. This scrutiny was heightened
in 1996 when the Department of the Treasury, the De-
partment of Housing and Urban Development (HUD),
the Congressional Budget Office, and the General Ac-
counting Office each published studies of the desirabil-
ity and feasibility of completely severing the ties be-
tween Fannie Mae and Freddie Mac and the Federal
Government. Although none of the agencies rec-
ommended this, their studies identified the benefits and
costs of Government sponsorship of these GSEs, as-
sessed the relative magnitudes of those benefits and
costs, attempted to reach an overall evaluation of cur-
rent Federal policy, and analyzed the potential implica-
tions of various policy options. The reports agreed that
regulation of Fannie Mae and Freddie Mac under the
1992 Act has been relatively brief, suggesting that it
would be prudent to wait before reaching final judg-
ments about the status quo.

The process used to adjust the ceilings on the size
of the mortgages that Fannie Mae and Freddie Mac
may purchase has also come under increasing scrutiny.
Current law requires the GSEs to adjust the limits
each year to reflect increases in average house prices.

However, uncertainty has arisen over the proper adjust-
ment to the loan limits. Legislation has been introduced
to require Fannie Mae and Freddie Mac to limit in-
creases in the ceiling to reflect any decreases that have
occurred in house prices since the last increase. The
GSEs recently adopted this policy voluntarily for 1997,
choosing to increase the limit for 1-4 family mortgages
by 3.7 percent to $214,600, rather than by the most
recent increase in the index of 8.4 percent.

Federal Home Loan Bank System

The Federal Home Loan Bank System (FHLBS) was
established in 1932 to provide liquidity to home mort-
gage lenders. The FHLBS carries out this mission by
issuing debt and using the proceeds to make secured
loans, called advances, to its members. Federally char-
tered thrifts are required to be FHLBS members, and
membership is open to commercial banks, credit unions,
and insurance companies on a voluntary basis. As of
September 30, 1996, 6,023 financial institutions were
FHLBS members, an increase of 319 over September
1995. About 65 percent of members are commercial
banks, and 32 percent are thrifts; however, over 75
percent of outstanding FHLBS advances were held by
thrifts as of September 30.

The FHLBS reported net income of $1.3 billion for
the year ending September 30, 1996, up from $1.2 bil-
lion in the previous 12 months. Total System capital
rose from $14.6 billion to $16.4 billion, and the ratio
of capital to assets rose from 5.5 percent to 5.8 percent.
Average return on equity was about 6.7 percent, after
adjustment for payment of interest to the Resolution
Funding Corporation (REFCorp). Outstanding advances
to members reached $153 billion at September 30, 1996,
up from $122 billion a year earlier. One reason for
the large increase in advances may have been the use
of FHLBS advances as a substitute for deposits. During
most of 1996, a large disparity in deposit insurance
premium rates existed for institutions insured by the
Savings Association Insurance Fund and the Bank In-
surance Fund; thrifts may have mitigated the high cost
of deposit insurance by relying more heavily on FHLBS
advances.

System investments other than advances stood at
$124 billion, or about 44 percent of total assets, as
of September 30, 1996; compared to a year earlier, in-
vestments have declined in both dollar terms and as
a percentage of assets. The Federal Home Loan Banks
are required by law to pay $300 million annually to-
ward the cost of interest on bonds issued by the Resolu-
tion Funding Corporation. The need to generate income
to meet this obligation and provide a competitive return
on members’ investment was a driving force behind
the substantial increase in the System’s investment ac-
tivity in recent years. This need has thus encouraged
the System to expose itself to new kinds of risk and
resulted in a departure from the System’s traditional
focus of making advances to members.

In the past, the System’s exposure to credit risk was
virtually nonexistent. All advances to member institu-
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tions are collateralized, and the FHLBanks can call
for additional or substitute collateral during the life
of an advance. No FHLBank has ever experienced a
loss on an advance. The System’s expanding investment
activities, however, have added new sources of risk.
In addition, pilot programs to allow the FHLBanks to
underwrite mortgages jointly with their members were
approved this year by the Federal Housing Finance
Board, the System’s regulator. Through these programs,
the FHLBS is taking on credit risk, which it has not
previously assumed; this new source of risk could be-
come significant if such programs expand. In addition,
the pilot programs represent a departure from the
FHLBanks' traditional role as a wholesale lender. In-
stead, the Banks are participating in retail lending for
the first time and competing directly with non-GSEs.
The role and risks of the FHLBS must continue to
be examined and monitored in the face of rapidly
changing financial markets. Changes in housing finance
markets, such as increasing securitization, have re-
duced the role of portfolio lenders. Of about $4 trillion
in residential mortgage debt outstanding, only 14 per-
cent is held directly by thrifts and 18 percent by com-
mercial banks; about 47 percent is held or guaranteed
by Fannie Mae, Freddie Mac, or Ginnie Mae. In addi-
tion, the Deposit Insurance Funds Act of 1996 calls
for eliminating the Federal thrift charter by 1999; re-
quirements that thrifts specialize in home mortgage
lending are eased by the Economic Growth and Regu-
latory Paperwork Reduction Act of 1996. The role of
the FHLBS should be reexamined in light of changes
in housing finance markets, the System’s recent shift
away from its core mission of providing advances to
members, and potential changes in the structure and
activities of the industry served by the FHLBS.

Business and Rural Development Credit
Programs and GSEs

Small Business Administration

Over the past four years, SBA has successfully ex-
panded small businesses’ access to capital despite fewer
resources to operate its programs. While increasing loan
volume by 38 percent (from $7.4 billion in 1993 to $10.2
billion 1996), SBA has reduced its staffing by 23 per-
cent.

In its principal program, Section 7(a) General Busi-
ness loans, SBA has introduced several initiatives to
provide access to capital for the Nation's most under-
served small businesses. The Low Documentation
(LowDoc) initiative reduces the application form for 7(a)
loans under $100,000 to a single sheet. The FasTrack
pilot allows lenders to use their own forms in exchange
for a reduced Government guarantee. These initia-
tives—and aggressive lending goals—have increased
7(a) loan volume to minority- and women-owned busi-
nesses from $1.8 billion (27 percent of 7(a) loan volume)
in 1993 to $3.0 billion (39 percent) in 1996.

Reliance on private sector partners. With its portfolio
growing from $20.7 billion in 1993 to $35.3 billion in

1996, SBA has relied increasingly on its private sector
partners for loan servicing and liquidation, especially
in the 7(a) program, which accounts for 75 percent of
SBA business lending.

SBA's most experienced lenders are given unilateral
authority to approve, service, and liquidate SBA-guar-
anteed loans under the Preferred Lender Program
(PLP). Prior to 1996, in exchange for this authority,
PLPs received a lower SBA guaranty (80 percent versus
90 percent for other lenders). Beginning in 1996, Con-
gress set the maximum guaranty for all 7(a) loans—
including PLP—at 80 percent. This change in legisla-
tion and SBA'’s goal of increasing its use of PLP lenders
have led to a large increase in such lending. Loans
approved through PLP lenders grew from $1.3 billion
in 1995 (16 percent of loan volume) to $3.0 billion in
1996 (39 percent) and are estimated at $3.9 billion in
1997 (50 percent).

SBA also delegates servicing and liquidation author-
ity in its LowDoc program. For defaulted loans, SBA
requires that lenders liquidate all business chattel be-
fore SBA honors its guarantee. LowDoc loans accounted
for 15 percent of 1996 7(a) loan volume (down from
21 percent in 1995.)

Altogether, through PLPs, LowDoc, and other pro-
grams, SBA has moved from delegating approximately
30 percent of servicing and liquidation authority for
loans approved in 1993 to over 60 percent in 1997.

Liguidation improvement efforts. SBA has also
strengthened its management of agency-serviced loan
assets. In March 1996, SBA launched its Liquidation
Improvement Project (LIP), an initiative to improve re-
coveries on agency-serviced defaulted business loan
guarantees. Prior to LIP, agency field office perform-
ance was measured through lending goals, with no com-
plementary goals for portfolio management, such as de-
fault and recovery levels. LIP established goals for loan
servicing and liquidation—challenging field offices to
increase recoveries by 20 percent.

Need for better oversight tools. Over the past four
years, SBA has significantly increased loan volume, re-
duced staffing, and delegated authority to its private
sector partners. During this same period, commercial
small business lenders have become increasingly more
sophisticated in identifying credit risk. Recognizing the
profitability in small business lending, several lending
institutions have recently announced aggressive small
business lending goals. While these initiatives further
expand small businesses’ access to capital, they may
also result in lending institutions making only higher
risk loans through SBA loan guarantee programs.

These trends reinforce SBA’s need for improved port-
folio oversight tools. SBA, like many Federal agencies,
continues to struggle with antiquated financial systems.
SBA managers also lack access to timely and accurate
analysis of portfolio trends and information on the per-
formance of its private sector partners.

Reform Proposals. Recognizing the above trends,
the Budget includes an aggressive plan to complete the
shift of the SBA from a loan servicing to a lender over-
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sight financial institution. SBA's proposals include: (1)
delegating remaining 7(a) servicing and liquidation to
its lending partners, (2) selling all direct loans and
defaulted guarantees, and (3) making strategic invest-
ments in improving portfolio oversight tools.

Given the stringency of budgetary resources, these
initiatives will allow SBA to focus on its performance
goals of increasing access to capital, while relying on
private lenders to perform functions where the private
sector has historically been more efficient.

7(a) loan servicing and liquidation. In 1998, SBA pro-
poses completing this trend toward reliance on its 7(a)
lending partners. For all lending approved after 1997,
SBA will require its 7(a) lenders to service and lig-
uidate all defaulted loans. In addition, SBA will defer
making claim payments on defaulted loans until after
lenders have liquidated business chattel, which will re-
duce the net present value cost of claim payments.

Portfolio oversight. SBA will also invest $18 million
in improving portfolio oversight. SBA’s reduced staffing,
growing portfolio, antiquated systems, and greater dele-
gation of authority make a significant investment in
portfolio management tools essential to ensure that the
agency continues to meet its portfolio management re-
sponsibilities. This funding will allow SBA to recruit
expertise in lender oversight, develop the necessary in-
house systems to support lender monitoring, and create
a centralized corporate database. Drawing on the expe-
rience of financial institutions such as Fannie Mae and
Freddie Mac, SBA will establish loan servicing perform-
ance goals for its field offices and private sector part-
ners.

Loan asset sales. Completing its transition from loan
servicing to lender oversight, SBA will sell its portfolio
of defaulted guaranteed loans and direct loans in 1998
and 1999. The Disaster loan portfolio will be sold in
1999 and 2000, after an initial pilot sale of $100 million
in 1998. Drawing on the experience of Federal agencies,
such as the Resolution Trust Corporation, and SBA's
analysis of its portfolio value resulting from its Liquida-
tion Improvement Plan, the Administration estimates
that SBA's business loan assets (face value of over $2
billion) can be sold at a net gain to the Government.
The Administration estimates that SBA’s disaster loans
(face value of $7 billion) can also be sold to advantage.

Doing more with less. These proposals will allow SBA
to continue to “do more with less”. Through improved
portfolio oversight, lender servicing of defaulted loans,
and deferred claim payments, the Government's subsidy
costs of SBA’s 7(a) loan program is estimated to decline
from 2.3 percent to 1.8 percent, reducing the Govern-
ment’s contribution to the cost of this program by $44
million. By investing $18 million in portfolio monitoring
improvements in 1998, this proposal produces savings
of $26 million in 1998 alone. Larger savings will be
achieved in the following years as increasing reliance
on lenders allows SBA to further reduce agency staff-
ing. In a tight budgetary environment, these proposals
ensure that SBA will continue to have the resources

necessary to meet the agency’s performance goals for
expanding credit access.

USDA Rural Infrastructure and Business Develop-
ment Programs

The Department of Agriculture (USDA) provides fi-
nancial assistance to rural communities and businesses
to provide safe drinking water and adequate
wastewater treatment facilities, increase rural employ-
ment, and further diversify the rural economy. Grants,
loans, and loan guarantees are available to commu-
nities for constructing facilities, such as health care
clinics and day care centers, and water and wastewater
systems. Direct loans to construct community facilities
and water and wastewater facilities are available at
lower interest rates for lower income communities.
These programs are targeted to rural communities with
fewer than 10,000 residents. Each program has low
default rates.

USDA also provides grants, direct loans, and loan
guarantees to assist small and large rural businesses
in order to increase rural employment and further di-
versify the rural economy. Assistance amounts range
from small grants up to $25 million loan guarantees.
In December 1996, a regulation was published stream-
lining the application process for the Business and In-
dustry loan guarantee program and shifting responsibil-
ity to private banks for the application process and
credit analysis. A certified lender program was estab-
lished to reduce the administrative burden for experi-
enced lenders. In 1997, direct loans will be provided
in areas where private lenders do not use the guarantee
program, and to borrowers who do not qualify for guar-
anteed loans. USDA's assistance to rural businesses has
grown significantly from $100 million in 1993 to over
$700 million in 1996. At the lower program levels, the
default rate for these programs was low; over the next
year, a review of the current portfolio will be under-
taken in order to verify whether that is continuing.

The delivery of these programs is proposed to be sig-
nificantly changed in the Budget. The 1996 Farm Bill
enacted the “Rural Community Assistance Program”
(RCAP), which builds on the Administration’s 1996 and
1997 budget proposals to modify the distribution of
rural development funding in order to accommodate the
diversity of rural America. Funding for 12 USDA rural
development activities was consolidated into “perform-
ance partnerships” in order to target Federal assistance
more flexibly to the highest-priority needs of the State.
USDA State Directors will be authorized to allocate
funding among programs, with advice from State Rural
Development Councils, including representatives of
Federal, State, local, and tribal governments, and the
private sector. In addition to the flexible funding
scheme proposed by the Administration, the RCAP in-
cludes authority for rural development block grants to
the States.

Electric and Telecommunications Loans

USDA's rural electric and telephone borrowers range
from multi-billion dollar cooperatives to local telephone
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companies with as little as one million dollars in assets.
The intent of the program was to bring electric and
telephone service to under-served rural areas. Today,
over 99 percent of rural households have electricity,
and 97 percent have telephones. The program makes
new loans to maintain existing infrastructure and to
modernize electric and telephone service.

The Federal risk associated with the over $40 billion
loan portfolio in electric and telephone loans has been
small historically. Several large defaults have occurred
in the electric program, primarily as a result of nuclear
power construction loans; a total of nearly $1 billion
was written off by USDA in 1996. However, both the
telephone and electric industries are moving into a
more competitive environment. In the electric industry
in particular, the Federal Government can expect to
be faced with managing a loan portfolio where the secu-
rity erodes as the industry deregulates. USDA intends
to propose legislative changes to restructure its out-
standing $30 billion loan portfolio of rural electric
loans. USDA's principal concerns are the impact of de-
regulation on loan security, the ability of borrowers
to repay as the industry changes, and the goal of “af-
fordable, universal service”. Many rural cooperatives
are by their very nature high cost providers of elec-
tricity, since there are fewer subscribers per line-mile
than in urban areas.

Loans to Farm Operators

Farm Service Agency (FSA) direct and guaranteed
operating loans provide credit to farmers and ranchers
for annual production expenses and purchases of live-
stock, machinery, and equipment. Direct and guaran-
teed farm ownership loans assist producers in acquiring
their farming or ranching operations. As a condition
of eligibility, direct loan borrowers must have been de-
nied private credit at reasonable rates and terms, or
they must be beginning or socially disadvantaged farm-
ers. The program’s goal is to serve those farmers who
otherwise would not receive loans from the private sec-
tor at a reasonable cost. Loans are provided at Treasury
rates or 5 percent. As a result, high defaults and delin-
guencies are inherent in the program.

FSA guaranteed farm loans are made to more credit-
worthy borrowers who have access to private credit
markets. Because the private loan originators must re-
tain 10 percent of the risk, care is exercised in examin-
ing borrower repayment ability. As a result, guaranteed
farm loans have not experienced losses as high as those
on direct loans.

The 1996 Farm Bill significantly changed many of
the servicing requirements for delinquent borrowers.
For example, the FSA no longer can make a new loan
to a borrower who is delinquent on an existing loan.
Borrowers who have previously received a FSA loan
write-down or write-off are no longer eligible for addi-
tional loans. The 1998 Budget proposes to temper this
requirement by allowing farmers to become eligible for
assistance after 7 years. The 7-year reinstatement is
consistent with commercial terms. Property acquired

through foreclosure on direct loans must now be sold
at auction within 105 days of acquisition and leasing
of inventory property is no longer permitted except to
beginning farmers. These changes will limit losses to
the Federal Government. Prior to these changes, ac-
quired property remained in inventory on average for
five years before the FSA could dispose of it.

The Farm Credit System and Farmer Mac

The Farm Credit System (FCS) and the Federal Agri-
cultural Mortgage Corporation (Farmer Mac) are GSEs
that enhance credit availability for the agricultural sec-
tor. The FCS is a direct lender, financing its loans
largely through bond sales in the national credit mar-
kets, while Farmer Mac facilitates a secondary market
for agricultural loans. Both GSEs are exposed to agri-
cultural commodity concentration risk, from which the
FCS suffered in the 1980s. Direct lending institutions
in the FCS are also geographically limited, often to
areas dependent on one or a few commodities. In the
1980s, the downturn in the agricultural economy led
the FCS to the brink of insolvency and precipitated
legislation in 1987 to bailout the FCS—Iegislation that
also created Farmer Mac.

The Nation’s agricultural sector and its lenders are
now on firmer ground: farm income and land prices
have improved, increasing borrower repayment abilities
and collateral values, and permitting lenders to aug-
ment their capital. Both interest rates and inflationary
expectations are significantly lower. And management
practices, especially with respect to credit usage by
farmers and the credit standards used by lenders, are
now applied more conservatively.

Another sign of the increasing health of agricultural
finance is the greater share of farm credit now provided
by the private sector, particularly commercial banks.
From 1985 to 1995, commercial banks’ share of all farm
debt (real estate and non-real estate) increased from
23 percent to 39 percent, while the share for FCS de-
clined from 29 percent to 24 percent and for USDA
from 12 percent to 7 percent. However, FCS’s non-real
estate loan growth has recently been faster than that
of commercial banks. By 1995, the System’'s market
share had begun to creep upwards for the first time
in over a decade.

The Farm Credit System

In 1995, FCS also had a record of annual income
surpassing the $1 billion level for three years in a row.
System loan volume has been gradually increasing in
recent years, but the $60.9 billion at the end of Septem-
ber 1996 is still far below the high of over $80 billion
in the early 1980s. Increases in accruing loan volume,
declines in the cost of funds, and increases in capital
have widened the FCS’s net interest margin from less
than one percent in 1987 to more than three percent
for the 1993-95 period. Nonperforming assets declined
from $14.3 billion in 1987 to $1.1 billion at the end
of September 1996.

Improved asset conditions and income enabled FCS
to post record capital levels; by September 30, 1996,
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capital stood at $10.6 billion. Two-thirds of this capital
was surplus, rather than borrowed equity. Included in
this capital are investments set aside to repay about
$600 million of the $1.3 billion of 1987-authorized Fed-
eral assistance provided through the Financial Assist-
ance Corporation (FAC), due beginning in 2003. The
FCS has adopted an annual repayment mechanism to
cover the remainder. It has retired all its high-coupon
long-term debt, moved to marginal cost loan pricing,
and adopted asset-liability management practices de-
signed to reduce its interest rate risk.

Operating risk is also being reduced. Substantial
wholesale and retail level consolidation has occurred
in the structure of the FCS. In January 1988, there
were 12 districts consisting of 36 banks plus 376 asso-
ciations; by October 1996, there were only 6 districts,
8 banks and 227 associations. Due to restructuring im-
plementation costs and the time required to make oper-
ating adjustments, the savings from this restructuring
are just beginning to be realized. System staff levels
declined by 14 percent over 1990-1995. With increasing
loan volume and fewer problem assets, operating ex-
penses as a percentage of loans outstanding have begun
to decline.

The 1987 Act established the FCS Insurance Corpora-
tion (FCSIC) to ensure timely payment of interest and
principal on FCS obligations. This supplemented the
financial strength provided by the System’s capital, the
joint and several liability of all System banks for FCS
obligations, and the Farm Credit Administration’'s en-
forcement authorities. The FCSIC collects insurance
premiums from the FCS’s banks and earns investment
income, thereby providing funds to fulfill its mission.
As of December 31, 1995, the assets in the Insurance
Fund totaled $1.0 billion ($1.1 at September 30, 1996).

The Changing Role of the FCS. The System'’s origi-
nal mission was to serve as a market force to ensure
an adequate supply of competitively priced credit to
the benefit of farmers. Loans to farmers and other eligi-
ble borrowers still comprise 72 percent of the System’s
portfolio. While the largest segment of the FCS's port-
folio is still in farm real estate loans, the share has
been gradually declining and is now about two-thirds
of the farm lending portfolio.

Since its origination, FCS's authorities have been
broadened, introducing 26 new types of lending such
as expanded authorities for export and rural utilities
financing, that have contributed to a growing volume
of cooperative lending over the past 20 years. A surge
in loans to finance processing, marketing, credit co-
operatives, and rural utilities cooperatives increased the
cooperatives’ share of FCS's portfolio to almost 28 per-
cent at year-end 1995.

The Farm Credit System is stronger now than it has
been in years and its strength continues to grow. But
primarily due to its concentration in agriculture, it con-
tinues to be exposed to structural changes in the agri-
cultural and commercial banking sectors. In banking,
consolidation is driven by adoption of computer/commu-
nications technology and by the breakup of statutory

structures that have provided geographic and product
line separations. In agriculture, vertical integration in
the food system and the growth of input suppliers and
other nontraditional creditor suppliers have tied farms
to nonfarm businesses, increased the importance of non-
traditional creditors in agricultural markets, and
changed the way credit is provided.

Farmer Mac

Farmer Mac was established in 1987 to create and
oversee a secondary market for, and to guarantee secu-
rities based on, farm real estate loans. The secondary
market is intended to increase the availability of long-
term credit for farmers and ranchers at stable interest
rates, and improve the availability of credit for rural
housing.

Since the 1987 Act, Farmer Mac has been authorized
to issue its own debt securities, and to operate a sec-
ondary market in real estate and operating loans guar-
anteed by the Farm Service Agency (“Farmer Mac I17).
The Farm Credit System Reform Act of 1996 further
expanded its powers, transforming Farmer Mac from
just a guarantor of securities formed from loan pools
into a direct purchaser of mortgages in order to form
pools to securitize.

The 1996 Act was passed in response to a steady
erosion of Farmer Mac's capital base. Revenues from
services as a guarantor, and a pooler under Farmer
Mac |1, did not meet expectations and showed no pros-
pect of improvement. The new powers increase commer-
cial banks’ incentives to participate in Farmer Mac and
allow Farmer Mac to serve as pooler.

However, these powers also subject the Corporation
to more credit risk. Prior to the 1996 Act, Farmer Mac
had little risk from defaults in the loan pools since
a 10-percent subordinated interest in loans pooled was
required to be held by originators or other entities out-
side the pool. As a direct purchaser of loans with no
required subordination, Farmer Mac will be exposed
to such losses, and must estimate them accurately for
fee setting and for determining the appropriate level
of capital reserves. The 1996 Act gave Farmer Mac
three additional years to reach its minimum and critical
capital requirements, and 2 years to raise capital to
$25 million.

On December 20, 1996, Farmer Mac completed the
public issuance and sale of approximately 1.4 million
shares of non-voting common stock, generating new eq-
uity capital for the Corporation of about $32.4 million.
Previously, in April 1996, a private sale of 320 thou-
sand shares of Farmer Mac’'s non-voting common stock
raised about $2.56 million. By year-end 1996, Farmer
Mac's total capital was approximately $47.5 million,
which exceeds the Corporation’s regulatory minimum
capital requirement ($6.4 million) and the 1996 statu-
tory requirement ($25 million).

Additional steps have also been taken by Farmer Mac
to minimize the potential for losses on securitized loans
under the new authorities. These steps include: (1) es-
tablishment of a higher annual guarantee fee of 50
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basis points on loans securitized, (2) maintenance of
an adequate loan loss reserve to cover anticipated
losses, and (3) applying loan underwriting standards
that include a maximum loan-to-value ratio of 70 per-
cent for loans up to $2.3 million and only 60 percent
for loans between $2.3 million and $3.3 million.

International Credit Programs

Seven Federal agencies—the Departments of Agri-
culture, Defense, State, and Treasury and the Agency
for International Development, the Export-Import
Bank, and the Overseas Private Investment Corpora-
tion—provide direct loans, loan guarantees, and insur-
ance to a variety of foreign private and sovereign bor-
rowers. In 1996, the amount outstanding was over $80
billion.

Leveling the playing field. One important reason
why the Federal Government provides credit in the
international area is to help U.S. companies and organi-
zations, large and small, win sales by matching the
financial subsidies that foreign governments, largely in
Europe and Japan, provide on behalf of their own na-
tional businesses in export and investment markets in
the developing world. Export credit agencies (ECAS)
have been established by many countries to provide
official export credits; they often charge below market
interest rates and fees to give their exporters a competi-
tive advantage.

The Export-lmport Bank of the U.S. (Eximbank) at-
tempts to “level the playing field.” Eximbank supports
the sale of U.S. goods and services to foreign buyers
to ensure that purchase decisions are based on market
forces (i.e., price, quality, service, technology), and not
on financial subsidies offered by other nations’ ECAs
or imperfections in private capital markets. Eximbank
accounts for 30 percent of the $70 billion in medium-
and long-term official export credits offered by G-7
ECAs in 1994 (latest OECD data)—far ahead of the
next competitor at 18 percent (Germany). Eximbank
is also first among major ECAs in providing the most
unrestricted financing in almost twice as many markets
as its nearest competitor.

Similarly, USDA’'s GSM-102 and 103 programs ex-
pand and maintain commercial agricultural exports by
guaranteeing credit extended by private U.S. exporters
or financial institutions. The GSM programs are tar-
geted to countries where government guarantees are
needed to help meet a “credit gap” between credit other-
wise available from all sources and the desired level.
The programs help to counter continuing competition
from other countries that offer credit through ECAs
or commodity marketing boards.

The increase in world trade and the globalization
of capital markets has made ECAs somewhat less im-
portant in recent years. Although ECA financing of the
G—7 increased from $230 billion in 1990 to $270 billion
in 1994, official credits are a diminishing share of glob-
al capital flows; private flows now far outweigh govern-
ment financing. OECD data for 1994 show that official
credits represent only 2 percent of net resource flows

to developing countries. IMF data show that total cap-
ital flows to developing countries hit a record $228 bil-
lion in 1995, but $211 billion (or 93 percent) were pri-
vate capital flows.

Helping economies in transition. Another goal of
the international credit programs is to provide financial
assistance to foreign governments and private entities,
largely in developing countries, where private financial
organizations are reluctant to enter without govern-
ment support.

In particular, the dramatic economic transformation
that has been underway in Eastern and Central Europe
since the early 1990s presents U.S. businesses with
unprecedented opportunities matched by unprecedented
risks. The U.S. Government operates several programs
to mitigate these risks.

Since 1991, Eximbank has provided financing for ex-
ports to Russia and several Newly Independent States,
as well as countries in Central Europe, to increase U.S.
exports and assist the region’s economic transformation.
For example:

e In July 1993, Eximbank signed the Oil and Gas
Framework Agreement under which Eximbank
may provide $2 billion or more in financial assist-
ance for purchases of U.S. equipment and services
to revitalize Russia’s energy sector.

« On November 8, 1994, Eximbank signed a Memo-
randum of Understanding with Gazprom, Russia’s
gas production and distribution company, which
will open the way for Eximbank to support trans-
actions involving at least $750 million in U.S.
equipment and services for the rehabilitation of
Russia’s natural gas sector.

* On January 30, 1996, Eximbank signed a Memo-
randum of Understanding with the Russian state
timber industry governmental entity, Roslesprom,
which will open the way for the export of U.S.
goods and services for the modernization of Rus-
sia’s timber industry.

Eximbank provided over $2.7 billion in loans, guaran-
tees, and insurance for deals in Russia/NIS between
1994 and 1996. Eximbank expects to provide more than
$1 billion of additional credit in 1997 and 1998, pri-
marily for oil, gas, timber, and various natural resource
projects. In November 1996, Eximbank began consider-
ing applications from private Russian borrowers.

USDA’'s GSM export credit guarantee program is
being used in transitional economies to aid develop-
ment, while stimulating markets for US agricultural
exports. New initiatives beginning in 1993 have sought
to leverage private sector involvement in Russia, Po-
land, Latvia, Lithuania and Estonia, and stress high-
value U.S. exports. Credit guaranteed to non-sovereign
borrowers totaled $122 million from 1993 to the
present, and its annual level has quadrupled during
this period, with Russia’s being the largest single initia-
tive. Guarantees of $166 million are being offered in
1997, with a greater amount in 1998.

In addition, the GSM program guaranteed more than
$750 million of public sector credit to transitional
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economies since 1993. Current levels of coverage will
be made available in the future, commensurate with
the shift to private sector activity in these economies.

Eximbank has also helped the U.S. Agency for Inter-
national Development (USAID) administer a special
one-time program for Ukraine that has provided U.S.
exporters with trade credit insurance to finance ap-
proximately $150 million in exports of U.S. agricultural
supplies and inputs to Ukraine.

Through its Urban and Environmental Credit Pro-
gram (formerly entitled Housing Guaranty Program),
USAID has also provided loan guarantees to Poland,
the Czech Republic, and Hungary. These guarantees,
which are accompanied by technical assistance, are de-
signed to assist these countries in such areas as the
development of mortgage instruments and lending pro-
cedures for the housing sector, in strengthening munici-
pal finance through the development of new debt in-
struments, and in establishing market oriented systems
for financing municipal infrastructure investments.

Re-engineering credit delivery. Through the Trade
Promotion Coordinating Committee (TPCC), agencies
providing export credit have developed a unified Na-
tional Export Strategy, and they are working together
to make the delivery of trade promotion support more
effective and convenient for U.S. exporters.

U.S. Export Assistance Centers. A much stronger pri-
vate-public partnership is being developed through the
creation of the nationwide U.S. Export Assistance Cen-
ters (USEACs) Network. Eximbank teamed up with the
Commerce Department and the Small Business Admin-
istration to establish these one-stop-shops. The
USEACs have dramatically transformed the way Fed-
eral, state, and local international trade partners now
work together and approach trade finance. By establish-
ing a more rational, integrated network, leveraging re-
sources and improving accessability to services, more
small and medium-sized firms were able to obtain ex-
port financing through the USEACs in 1995-1996.

New Mechanisms. Small and medium-sized enter-
prises (SMEs) often cite access to trade finance as the
key to export success, yet only 75 of the over 9,000
banks in the U.S. do substantial export financing and
most smaller businesses do not have relationships with
them. Even if the SMEs were willing to seek out rela-
tionships with these larger banks, the small size of
their transactions can make it difficult for banks to
provide them with the adequate trade financing assist-
ance. The White House is studying the development
of a program—modeled after the home mortgage mar-
ket—which will address the availability of reasonably
priced export (buyer) financing. It will entail small
banks taking exporter performance risk, larger banks
assessing the credit risk of foreign buyers, and private
capital markets providing increased liquidity to the ex-
port finance sector. Eximbank, the Small Business Ad-
ministration, and OMB will be working in 1997 with

other Executive Branch agencies and private sector par-
ties to refine this proposal.

Infrastructure Finance. The rapid privatization and
deregulation of massive infrastructure projects—includ-
ing power, telecommunications, and transportation sys-
tems—occurring in many developing countries has in-
creased the demand for financing beyond what the pri-
vate capital markets have been willing to provide.
These project finance deals are complex transactions
where the only source of debt repayment is the eco-
nomic return generated by the project itself, rather
than a sovereign nation or a private company. OPIC
and Eximbank are often involved in the largest project
financing transactions. In these cases, Eximbank and
OPIC staff work to ensure that the project meets each
agency’s credit quality and other requirements.
Eximbank and OPIC have been particularly successful
at providing financial support for U.S. power generation
suppliers in private power projects. Eximbank’'s and
OPIC's support has provided several emerging markets
with their initial success in private power. Since
Eximbank’s Project Finance Division was created in
1995, it has provided $2.3 billion of financing for nine
private power projects with a total project cost of $8.3
billion and total generation capacity of 6,300
megawatts. Likewise in 1995, OPIC provided project
finance or insurance support to ten power generation
projects around the world.

Greater Emphasis on Private Buyers. As countries
around the world have shifted from public to private
buying in recent years, the GSM programs in USDA
have been re-engineered to meet changing commercial
needs and to increase US exports while minimizing the
risk of default. The programs now provide greater flexi-
bility by offering shorter maturities, broader commaodity
coverage, regional programming, and third-country
banking. Two new credit programs have been developed
to meet commercial credit gaps not met by GSM-102
and GSM-103: the supplier and the facility credit guar-
antee programs, which cover exports of consumer-ready
products and construction of handling facilities (such
as refrigeration at the dock). At the same time, credit-
worthiness criteria and program terms and conditions
(e.g., amount of exposure per risk rating) have been
tightened to minimize the risk of default. There has
not been a major default in the GSM program in three
years.

The U.S. Agency for International Development
(USAID) is now exploring the possibility of using guar-
antees of private sector loans to finance up to $100
million of the approximately $280 million outstanding
U.S. Government commitment to The U.S.-Russia In-
vestment Fund (TUSRIF). Like other “enterprise funds”
established by the U.S., TUSRIF is designed to assist
the development of a market economy by providing fi-
nancing and management support to businesses operat-
ing in Russia.
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I11. Insurance Programs

Deposit Insurance

Federal deposit insurance was instituted in the 1930s
to provide coverage against depositor losses from fail-
ures of insured institutions. Deposit insurance also
serves as a form of protection against widespread dis-
ruption in financial markets by reducing the probability
that the failure of one financial institution will lead
to a cascade of other failures. The Federal Deposit In-
surance Corporation (FDIC) insures the deposits of
banks and thrifts through two separate insurance
funds, the Bank Insurance Fund (BIF) and the Savings
Association Insurance Fund (SAIF). Deposits of credit
unions are insured through the National Credit Union
Administration (NCUA). Deposits are currently insured
up to a limit of $100,000 per account. The FDIC insures
deposits at over 9,500 commercial banks and almost
2,000 savings institutions, for a total of about $2.7 tril-
lion in insured deposits. The NCUA insures about
11,500 credit unions with about $260 billion in insured
deposits.

Current Industry and Insurance Fund Condi-
tions. The 1980s and early 1990s were a turbulent
period for the bank and thrift industries, with over
1,400 bank failures and 1,100 thrift failures. The Fed-
eral Government responded with the Financial Institu-
tions Reform, Recovery and Enforcement Act (FIRREA)
of 1989 and the Federal Deposit Insurance Corporation
Improvement Act (FDICIA) of 1991. These legislative
reforms, combined with more favorable economic condi-
tions, helped to restore the health of depository institu-
tions and the deposit insurance system. The FDIC cur-
rently classifies only 125 institutions with $15 billion
in assets as “problem” institutions, compared to over
1,400 institutions with $800 billion in assets just 5
years ago.

During 1996, only 5 commercial banks with a total
of $187 million in assets failed, and only 1 thrift with
$34 million in assets failed. Eighteen credit unions with
$15 million in assets failed during 1996. Although de-
pository institutions and their Federal insurance funds
are currently in good financial condition, an economic
downturn could put significant pressure on the deposit
insurance funds.

Banks have achieved very strong levels of earnings
in the last few years, which enabled the industry to
recapitalize BIF. BIF reached its statutorily designated
reserve ratio of 1.25 percent in mid-1995. As a result,
the FDIC lowered deposit insurance premiums for
banks to a range from zero for the healthiest banks
to 27 cents per $100 of deposits for the riskiest banks.
Currently, almost 95 percent of commercial banks pay
nothing for deposit insurance.

The earnings of the thrift industry have also showed
significant improvement in the last few years. The in-
dustry remains in strong financial condition despite the
imposition in the Deposit Insurance Funds Act of 1996
(DIFA) of a $4.5 billion special assessment to capitalize

the SAIF. Thrifts paid $3.5 billion of the assessment,
and banks with SAIF-insured deposits contributed $1
billion.

During most of 1996, thrifts paid deposit insurance
premiums of 23 cents per $100 in deposits while most
banks paid only the statutory minimum of $2,000 per
year (this minimum has since been repealed). The DIFA
was enacted to mitigate this disparity in deposit insur-
ance premiums. DIFA required a special assessment
on SAIF-insured deposits to immediately bring SAIF
up to the required 1.25 percent reserve ratio. In addi-
tion, the Act required that the cost of interest on the
Financing Corporation (FICO) bonds, which were issued
in the late 1980s to pay for the early stages of the
thrift crisis, be shared by banks and thrifts instead
of being paid by thrifts alone. A small premium dispar-
ity will continue for the next 3 years because thrifts
must bear a larger share of the FICO cost than banks
until January 1, 2000, when banks and thrifts will
begin to share the interest cost on a pro rata basis.

The DIFA also merges the BIF and SAIF on January
1, 1999 provided that no savings associations exist at
that time. In other words, the merger is conditional
on subsequent legislation to combine the bank and
thrift charters. As required by the DIFA, the Adminis-
tration will present its recommendations on the devel-
opment of a common depository institution charter to
Congress by March 31, 1997.

The National Credit Union Share Insurance Fund
(NCUSIF) also remains strong with assets of $3.6 bil-
lion. Each insured credit union is required to deposit
and maintain in the fund 1 percent of its member share
accounts. In 1996, the income generated from the 1
percent deposit eliminated the need to assess an addi-
tional insurance premium. As of September 30, 1996,
the Fund's equity ratio reached 1.32 percent, and in
October 1996, the NCUA Board approved a $102 mil-
lion dividend to reduce the Fund's equity ratio to the
statutory ceiling of 1.30 percent. This was the second
consecutive year in which the NCUA Board paid such
a dividend. In addition, the NCUA Board waived insur-
ance premiums for 1997.

Other Legislative and Regulatory Developments.
The Economic Growth and Regulatory Paperwork Re-
duction Act of 1996 (EGRPRA) contained several provi-
sions to ease the regulatory burden on depository insti-
tutions. For example, EGRPRA modified reporting re-
quirements under the Real Estate Settlement Proce-
dures Act and the Truth in Lending Act, provided for
eventual repeal of civil liabilities under the Truth in
Savings Act, expanded the exemption from Home Mort-
gage Disclosure Act reporting requirements, created ex-
pedited procedures for well-capitalized and well-man-
aged bank holding companies to engage in non-banking
activities, and expanded the number of small banks
and thrifts that regulators are permitted to examine
on an 18-month cycle instead of annually. The EGRPRA
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also expanded the definition of “qualified thrift invest-
ments” to include small business, credit card, and edu-
cation lending; thrifts generally must hold at least 65
percent of their assets in these qualified thrift invest-
ments, which previously were largely limited to real
estate-related assets.

In November 1996, the Office of the Comptroller of
the Currency (OCC), which regulates national banks,
finalized changes to its regulation on operating subsidi-
aries of national banks. The rule will allow national
banks to conduct activities through operating subsidi-
aries that were formerly permissible only under a bank
holding company structure. The extent of expanded
powers that may be granted to national bank operating
subsidiaries is still unclear, because the rule does not
list specific activities that are approved; instead, the
OCC will consider applications on a case-by-case basis.

The Federal Reserve has also proposed allowing bank
holding companies and their non-banking subsidiaries
to engage in a wider range of non-banking activities
deemed “closely related to banking.” In addition, the
Federal Reserve Board in December 1996 increased the
revenue limit from underwriting securities in “Section
20" subsidiaries of bank holding companies from 10
percent to 25 percent of total revenue.

Deposit Insurance in an Integrated Financial
Services Market. Recent legislation and regulatory
changes highlight the importance of financial mod-
ernization in a rapidly changing financial market. De-
pository institutions have faced increasing competition
from non-bank providers of financial services in recent
years. Legislative and regulatory changes that alter de-
pository institution charters and/or expand the range
of permissible activities for bank subsidiaries, holding
companies, or affiliates will contribute toward the in-
creasing integration and efficiency of the financial serv-
ices industry.

Financial services modernization promotes competi-
tion and efficiency within the industry, which can foster
the creation of new products and services and benefit
consumers. However, expanded powers also could lead
to greater risks, especially to the deposit insurance
funds, which are supported by the full faith and credit
of the Federal Government. Changes to the financial
services industry must be consistent with safe and
sound practices, provide protection for consumers, and,
ultimately, preserve the Federal deposit insurance
guarantee.

Pension Guarantees

The Pension Benefit Guaranty Corporation (PBGC)
insures most defined benefit pension plans sponsored
by private employers. PBGC steps in to pay the benefits
guaranteed by law when a company with an under-
funded pension plan becomes insolvent. PBGC'’s expo-
sure to claims relates to the underfunding of pension
plans, that is, to any amount by which expected future
benefits exceed plan assets. In the near term, its loss
exposure results from financially distressed firms with
such underfunded plans. In the longer term, additional

loss exposure results from firms which are currently
healthy but become distressed, and from changes in
the funding of plans and their investment results.

The number of plans insured by PBGC has been de-
clining as small companies with defined benefit plans
terminate them and shift to defined contribution plans.
At the same time, the number of workers whose pen-
sions are insured by PBGC has increased. In particular,
the number of defined benefit pension plans with 1,000
or more participants has increased consistently—to
4,600 compared to 3,600 in 1980.

During the past four years, PBGC been working to
prevent and mitigate losses. Under the Early Warning
Program, it has negotiated more than 40 major settle-
ments providing more than $14 billion in new pension
contributions from companies and improving pension
security for nearly 1.2 million people. In 1995, the Early
Warning Program was one of the first six Federal pro-
grams to receive an award from the Ford Foundation
and Harvard’'s Kennedy School of Government. The pro-
gram also received the National Performance Review's
Hammer Award. In 1996, PBGC expanded the Early
Warning Program to include certain companies with
single-employer plans underfunded by at least $5 mil-
lion, as opposed to $25 million—the previous threshold.
For the first time in PBGC's 22-year history, the single-
employer insurance program will post a positive finan-
cial position for 1996.

The Retirement Protection Act of 1994 (RPA) im-
proved PBGC's early intervention capability and was
an important factor in achieving a number of the settle-
ments discussed above. The law is beginning to
strengthen PBGC'’s financial condition in other ways
and to improve its operations. The RPA:

e requires companies to increase their contributions
to underfunded plans over 10 to 15 years;

» relates more fairly the premiums that companies
pay to PBGC's exposure by increasing insurance
premiums for those pension plans that are the
most underfunded;

* requires privately-held companies with seriously
und